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MODERN ECONOMICS 
Elements and Problems 




CHAPTER I 


The Nature of Economics 

T^CONOMICS IS the science that deals with human wants 
and their satisfaction. We might also say that economics 
is the science that deals with those social phenomena arising 
from the wealth-getting and wealth-using activities of man. If 
each of us possessed an Aladdin’s lamp which we had merely 
to rub in order to have any of our desires gratified immedi- 
ately, there would be no economic problems and no need for 
a science of economics. Unfortunately, Aladdin’s lamps exist 
only in Arabian fairy tales. In this real world of ours, the 
means of satisfying our wants exist m such limited amounts 
compared to our needs for them, and in such unsuitable forms 
and inconvenient places, that it requires human effort to ob- 
tain from nature the materials we want, to change them into 
suitable forms, and to deliver them at convenient places and 
convenient times for the satisfaction of our needs. We must 
either make this effort ourselves or find some method of in- 
ducing others to do so for us. Such inducement may take 
the form of coercion, as under slavery or serfdom; or it may 
take the form of the exchange of our own services for the goods 
and services of others; or we may offer in exchange for the 
things we want the goods or claims to goods which we have 
acquired in the past through our own labors, through inheri- 
tance, by fraud or theft, by beggihg or charity, or by gifts from 
others. 
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Primary Economic Problems 

For most of us the goods we possess and the means of ac- 
quiring more are strictly limited. Consequently, any good or 
service that we acquire means that we must be content with 
less of something else which might have been obtained by the 
same effort or expenditure. We are confronted with the prob- 
lem of determining what combination of goods and services 
will yield us the greatest amount of net satisfaction. This is 
an economic problem both for us as individuals and for so- 
ciety as a whole. 

The primary economic problems of the production of wealth, 
the consumption of wealth, and the distribution of wealth will 
continue to be present regardless of either the economic or the 
political system under which we operate. Communism, So- 
cialism, or Fascism, although essentially different attempts to 
solve these problems, would in actual practice eliminate none of 
them. Since it is the capitalist system under which we are liv- 
ing, we shall devote our attention to an attempt to understand 
how this system operates and the principles which explain its 
motivation. 

Economics, being a social science,^ is denied many of the 
means of experimentation and research which are open to the 
natural sciences. Human beings have wills of their own and 
resent being treated as guinea pigs for the purpose of social 
experimentation. The chemist and the physicist can perform 
their experiments in a vacuum at absolute temperature, and in 
sterile test tubes, thus reducing the extraneous elements to a 
minimum and confining attention to a single cause-and-effect 
relation. The economist, on the other hand, is forced to rely 


^ See Robbins, Lionel, *T he Nature and Significance of Economic Science, The Mac- 
millan Co., New York, 1932, for a fuller discussion of this problem. This book also 
Contains an excellent appraisal of the uses and limitations of the statistical method in 
economics^ 
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very largely on the more indirect method of observing man’s 
actions in society. Under these circumstances, ivhen we wish 
to ascertain the effect of a single cause, we are forced to make a 
mental abstraction to allow for the influence of other causes in 
which we may not be interested at the moment, but which 
may be of great importance in producing the actual result 
which is under our observation. It is for this reason that we 
so often find economists making use of the phrase “other things 
being equal” although they recognize that in the actual world 
such things never are “equal.” 

Basic Assumptions of Economic Theory 

The beginning student will save himself many hours of be- 
wilderment if he takes special care to familiarize himself with 
the assumptions which underlie the formulation of economic 
principles by the economist. Failure to realize the significance 
of these assumptions gives rise to the loose misstatement, so 
often heard, that something “is all right in theory but all wrong 
in practice.” Nothing that is wrong in practice is ever right in 
theory. If the conclusions of theory do not harmonize with 
apparent results in practice, either the theory itself is wrong, or 
we are attempting to apply the theory to practical conditions 
without recognizing the difference between actual circum- 
stances and the assumed conditions which were postulated in 
the statement of the theory. For example, in economics we 
formulate the proposition that, other things being equal, people 
will buy more of the same product at a lower price than they 
will at a higher price. The proposition as stated is perfectly 
true; but let us examine some of the assumptions implicit in the 
phrase “other things being equal” that may or may not be ful- 
filled in practice. It is assumed: (1) that people’s incomes re- 
main the same; (2) that their tastes remain the same; (3) that 
the prices of other goods remain the same; (4) that people do 
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not assume that this decline in price is a prelude to further de- 
cline; and (5) that the product is not one which depends upon 
its high price for “prestige value” (for instance, i£ anchovies 
should drop to $5.00 a ton in price, they would no longer confer 
any distinction upon the hostess who served them as hors 
d’ oeuvres, and they would have to depend for their market 
upon those who actually liked them. Sales might actually be 
less than at the higher price. In any event, if sales did in- 
crease, they would probably not increase in proportion to the 
declme in price). We see, then, that in attempting to apply 
this proposition in practice and to predict whether a decline in 
a given price will increase the sale of a product, we must know 
the assumptions upon which the prmciple rests and the extent 
to which they are fulfilled by the practical situation. The fail- 
ure of any one of these conditions to be fulfilled in practice 
necessitates a further study to ascertain how this will aflect the 
final result. 

The importance of assumptions in economic reasoning can- 
not be overemphasized. If an economist is not careful to keep 
them clearly in mind, he may very easily slip into a faulty 
chain of reasoning or apply his logical sequences to a situation 
which does not satisfy his original assumptions. You will also 
find that although they may be aware of their own assump- 
tions and of the limitations which they impose, many writers 
on economics will neglect to state fully what their assumptions 
are. When an author’s assumptions are implied rather than 
expressed, it will facilitate your understanding of his work if 
you will be very careful to ask yourself what assumptions are 
necessary to render his reasoning valid. This will not only 
help you to understand what the author is trying to say, but 
it will also help you to detect any errors that may be present 
in his reasoning; it will also help to save you from attempting 
to apply the reasoning to other conditions not warranted by the 
assumptions. 
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One of the most important assumptions underlying all eco- 
nomic reasoning is that of the rationality of human conduct. 
By this we do not mean that all individuals are highly intelli- 
gent or educated, nor that their actions will conform to the 
precepts of good conduct as laid down by the physician, the 
moralist, or the arbiter of social etiquette. All that we are im- 
plying by rational conduct from the viewpoint of economic 
science is that, given a choice among several lines of conduct, 
a rational individual will try to select that course of action 
which seems to him to promise either the greatest amount of 
satisfaction or the least amount of dissatisfaction. For exam- 
ple, if offered a choice between identically the same kind of 
articles (and knowing them to be the same) at different prices, 
the rational individual will choose the cheapest. Or, if offered 
a number of distasteful jobs all at the same rate of pay, tlie 
rational individual will choose that one which promises to be 
least distasteful (if acceptmg charity seems to be still less dis- 
agreeable, he will not work at all). 

Obviously, if the economist were to try to explain the ulti- 
mate causes which motivate the rational action of an indi- 
vidual, he would be forced to duplicate the work which is at 
present being attempted by the psychologist. Why rational 
human beings desire to ornament themselves with diamonds 
is a matter for the psychologist to explain. But given the fact 
that they do desire them, and that diamonds are relatively 
scarcer to human wants than bread, the economist can explain 
why the price of diamonds is higher than that of bread under 
ordinary circumstances. 

Of course, it must not be assumed that each individual goes 
through a lengthy process of reasoning every time he has an 
economic decision to make. Habit is a great saver of mental 
effort. Once an individual has found that a certain brand of 
coffee satisfies his taste and meets his xequirements as to price, 
he is likely to continue to ask for that brand every time he re- 
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quires more coffee, ratJier than to expend again the mental 
effort necessary in making a comparison of the various brands 
and prices of other coffees. But the habit may persist long after 
the reason for it has passed. The prices of better coffees may 
have dropped, or the coffee he has been using may have de- 
teriorated in quality without his becoming aware of it. The 
nauseous lengths to which the radio advertisers go in their ef- 
forts to get us to try a certain brand of product are an evidence 
of the persistence of die habits which they feel they must com- 
bat. We shall have more to say about this important influence 
of habit later on. For the present it is sufficient to remember 
that many economic phenomena may be explained only by the 
persistence of human habits. 

Another very strong force which tends to modify or influ- 
ence the economic conduct of rational individuals is social habit 
or custom. It is not our purpose here to trace the rise and de- 
cline of social habits. That is largely the task of the sociolo- 
gist, even though economic motives have often played an im- 
portant part in the formation and in the breakup of social 
habits. Social customs are enforced by group opinion, by 
law, or by both law and opinion. When an economically ra- 
tional individual is confronted with a social custom that forbids 
a course of conduct which he desires to follow or which pre- 
scribes a line of conduct that he does not like, he has four pos- 
sible alternatives to consider: (1) he may conform to the cus- 
tom; (2) he may try to evade it; (3) he may openly defy it; (4) 
he may try to have the custom abolished or changed. The 
alternative he chooses will depend both upon the intensity of 
his desire to do the forbidden act and upon the relative degree 
of dissatisfaction promised by the different alternatives. Since 
the first alternative involves no effort or dissatisfaction except 
that of giving up the thing desired, it will be the usual course 
followed by most people, unless the attainment of the desired 
end appears so desirable as to outweigh the disadvantages of 
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one of the other alternatives. The second alternative involves 
the individual s estimate of the chances of being caught and of 
the disagreeabihty of the penalties if he is found out. The third 
alternative involves an outright acceptance of the social disap- 
proval and other penalties which may follow upon the given 
course of action. If the fourth alternative is chosen, the mdi- 
vidual must have a considerable amount of altruism and be 
lieve that the change will benefit others as well as himself, or 
the personal gain from the change must be great enough to 
justify the effort required to persuade the community to change 
its custom. 

We have perhaps strayed somewhat into the realm of soci- 
ology. Yet when we realize that prohibition provides an eco- 
nomic incentive for the bootlegger, that high taxes encourage 
evasion, and that styles and changes in styles can result in pros- 
perity or bankruptcy for the businessman, then we may under- 
stand the importance of social habits, customs, and laws in in- 
fluencing our economic actions. 

The reader can easily see that if our science is to explain the 
economic life of a community, it must devote its main atten- 
tion to the rational economic calculations of the average man. 
With the help of the psychologist, we might attempt to explain 
the economic decisions of the paranoiac or the cretm, but this 
would be of little help in explaining everyday economic affairs. 
It is equally true that economic laws based on the rational con- 
duct of the average individual will not, without modification, 
explain fully the economic conduct of any one person. To the 
extent that the individual differs from the average, we must 
allow for personal idiosyncrasies. But if we have taken proper 
accotmt of the rational actions of the average individual, we 
should be able to explain the economic actions of a group of 
persons and to predict under certain circumstances the way this 
group will react to different economic stimuli. 
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The Vocabulary of Economics 

The beginner must be warned that he will have to master a 
technical economic vocabulary. Instead of coming new words, 
however, or using Latin or Greek terms as many of the 
other sciences do, economics has created its own vocabulary by 
taking words in ordinary everyday use and assigning special 
meanings to them. Unless the student is careful, this will be 
a source of confusion to him. For instance, “demand,” “sup- 
ply,” “value,” “utility,” and other words have a far more re- 
stricted and exact meaning in economics than they do in com- 
mon speech. Still more unfortunate from the student’s point 
of view is the fact that not all economists always mean exactly 
the same thing when they use the same term. The only re- 
source left to the student is to familiarize himself very carefully 
with the definitions of the book he happens to be reading in 
order to be sure to understand the author’s meaning. The 
author of this book will try to use economic terms in their most 
usually accepted economic sense, and to define them as care- 
fully as possible. The student must be alert, however, when 
reading other economic texts or articles on economic subjects 
in the public print, to detect different meanings assigned to the 
words used in this book. 

Someone has said that economics is only common sense 
made difiEcult. To a great extent the statement is true. The 
student who will attempt to understand and apply the concepts 
he learns from this text will have made a start toward becom- 
ing an economist and toward understanding some of the eco- 
nomic questions which are agitating our country today. The 
student who merely attempts to memorize will have cluttered 
his mind with useless lumber. 
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The State and Economic Policy 

role the state should play in economic activity is 
^ one of the most diflScult questions for the average in- 
dividual to approach with an open mind. Most of us have 
simply accepted by absorption the ideas of the particular family 
or social group to which we happen to belong, without taking 
the trouble to examine or question these ideas on their own 
merits. This attitude is apt to be equally true whether we are 
the children of mineowners or mineworkers; of sweatshop 
owners or members of the Amalgamated Clothing Workers; 
of steamship owners or seamen; of cham store operators or 
of small independent retailers. 

It is not the purpose of the author to advocate any particular 
cause or “ism.” The minute that the economist indulges in 
such advocacy, he ceases to be an economist and becomes a 
politician or a moralist.^ As an economist, all that he can do 
is to advise the politician, the moralist, or the social reformer 
as to the economic causes and consequences involved in their 
proposals. The economist may, therefore, say to the politician: 
“You desire to achieve a certain result for the people, but the 
plan you propose will not bring about the result you desire 
because of such and such economic principles.” Or: “You 
desire to achieve two different results, but these two results are 

^ See Robbms, Lionel, The Nature and Significance of Economic Science ^ The 
Macmillan Co., New York, 1932 
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not consistent with each other. If you attain one it will pre- 
vent you from attaining the other. Consequently you must 
choose between them.” Or: “You desire to attain a certain 
result. It can be done, but only at such and such costs. Is 
the result worth the cost.?” Or: “You desire to achieve a cer- 
tain result. It can be done by any one of the . following 
methods, each of which has such and such a cost. This is the 
one which will cost the least.” 

It will be noticed that the economist, as an economist, passes 
no judgment on the merits of the desired result itself. For 
instance, economics cannot prove whether or not this country 
would actually be a better place if everyone had absolutely 
equal wealth and absolutely equal income. (It may be 
doubted whether any other science could settle this question 
either, since the desirability of economic equality is disputed 
and hence there are no absolute criteria on which to base 
judgment.) Granted, however, that it is desired to bring 
about a situation in which all wealth shall be equally distrib- 
uted, economics can show what would be the probable results 
of attempting to achieve such an end by taxation, by direct 
expropriation of wealth, or by whatever other means may be 
proposed. Economics can show further the probable changes 
in total expenditures by the people after wealth was so divided. 
It can also show (since people with smaller incomes ordinarily 
spend a greater percentage on consumer’s goods than people 
with larger incomes) that, with equal incomes, total savings 
and total investment in capital goods would decline if saving 
were still to be a matter of individual choice. Perhaps our 
present rate of material “progress” is too rapid. Who knows? 
Nevertheless, we do see that rapid expansion of capital equip- 
ment is not consistent with equal incomes and voluntary sav- 
ing. To meet this problem in Russia, the state has taken over 
the function of saving and investment by forcibly directing a 
certain amount of the labor and resources of the country to 



the state and economic policy 


11 


the production of capital goods, rather than consumer’s goods. 
Whether the Russian worker is better off under successive 
Five-Year Plans than the American laborer under “exploita- 
tion” can partly be answered by budgetary studies, but must 
remain partly a matter of opinion. 

It IS not the mtention of the author to mfluence opinion on 
questions such as diese. He will be entirely satisfied if the 
reader has the same opinion after he has finished this book 
that he had before he started it. He will be more than 
pleased, however, if the book contributes in some measure to 
the formation of an opinion, based on reasoned judgment, 
instead of prejudice, on the questions which will be discussed. 

The sphere of influence of national governments in the 
economic life of their individual citizens is widening greatly 
and is apt to continue to increase, regardless of the political 
form of government adopted, and even regardless of the 
avowed politico-economic philosophy of the parties in power. 
The fundamental structure of our economic life has become 
so complicated through specialization and through the inter- 
dependence of individual economic activity that we are con- 
fronted with a strange paradox. Even the advocates of laissez 
faire and the people who advocate “less government in busi- 
ness” are forced to devise laws to put their aims into effect or 
to attempt to achieve the ends they desire.^ 

Man’s economic life has always been a struggle to obtain 
means for the satisfaction of his wants. Strange as it may 
seem, however, many of the most perplexing problems of 
governments of modern times arise out of the increasing com- 
mand over natural forces which scientific discovery has given 
to man. There was no electric power problem until he dis- 
covered and harnessed electricity; no railroad problem until 
railroads were invented; no farm problem in the modern sense 

^ See Simons, Henry C., A Posttwe Program for Laissez Fatre, University o£ Chi- 
cafo Press, 1934» 
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until agronomy and mechanization had increased agricultmal 
yields and until modern tiansportatiou fostered production for 
a world market, and no problem of labor and capital in the 
modern sense until the invention of tools and machines, too 
expensive for the individual workman to own, pi evented the 
individual laborer from being his own capitalist 

It must not be assumed, however, that control by the state 
ovei the economic life of the individual is anything novel or 
startlmg ® It would be hard to imagine a more “regimented” 
foim of “economic plannmg” than existed in the prescribed 
system of agricultural life on the medieval Manor, even as the 
control over the mdividual in the ancient city-state of Sparta 
probably stdl leaves something at which Mussolini and Stalin 
may shoot The hereditary caste system of occupations in 
India might be cited as another example, although not one 
that resulted from conscious planning The very existence of 
the state is a restriction on the individual, regardless of the 
benefits which may flow to the individual from such existence 
It may be doubted whether any state has ever existed that 
did not exercise some form of control over property The 
question in dispute over governmental policy, however, is 
seldom the fact of such control What we dispute about is 
What constitutes property? Who shall own the property 
(individuals, groups or tlie state) ? How shall property be 
acquired or disposed of ? If property is privately owned, how 
much and in what manner shall it be taxed ? 

In spite of what we have said about tlie antiquity of govern- 
ment control over economic life, theie aie many aspects of the 
problem of government and business which have a distinctly 
modem flavor Most of the ancient states were confionted 
with the relatively simple problem of crystallizing mto laws 


* See Mackenzie, Tindlay, Planned Society Yesteiday, Today, Tomonow, pp 3*^156, 
Prentice Hill, Inc , New York, 1937 
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the customs of an agrarian or pastoral people which had been 
developed and tested over long periods of time The modern 
state, however, is confronted with the problem of changing 
Its laws to confoim to the much more rapid rate of technologi- 
cal and economic development which exists today Further- 
more, the modern state, m a greater or lesser degree, is attempt- 
ing to direct consciously and actively the course of such devel- 
opment to paiticular ends Both the ends to be achieved and 
the means by which such ends are to be attained are matters 
about which tliere are many grounds for legitimate differences 
of opinion 

In considering the role of the state m economic activity, we 
must constantly be on our guard agamst two contradictory 
tendencies one, a blmd acceptance of existmg conditions, the 
other, a too ready acceptance of change merely with the idea 
that any change will be an improvement Too long a period 
of strict adherence to traditional mstitutions and concepts may 
build up a backlog of specific abuses that may lead to revolu- 
tion, peaceful or violent Too rapid acceptance of sweepmg 
changes leads to uncoordinated reforms that aie apt to defeat 
each other’s purposes, and the mere speed of adoption may give 
the economic system a stomach-ache m the attempt to digest 
them 

We should be even more on our guard against die mere call- 
ing of names when specific legislation is under consideration 
Both sides in a controversy usually resort to these tactics De- 
mocracy cannot survive unless the people will go behind the 
catchwords, slogans, and cartoons to find the real issues m- 
volved, and to make their decisions on these issues 

We shall have more to say about the functions of government 
in connection with the specific problems discussed m the fol- 
lowing chapters It may help us, however, to review briefly 
at this time the more geneial functions of government m rela- 
tion to economic activity 
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Establishment of Definitions 

One function of government is that of providing standard 
definitions so that people may know that they are talking 
about the same thmg when they make an agreement Thus, 
government defines what is to be considered property, what is 
a valid transfer of property, what is a claim of debt, and how 
such a claim may arise It also establishes weights and meas- 
ures, such as the pound, the quart, the foot, and the bushel 
It defines what is to be considered as legal money It may de- 
fine grades for certam products such as corn or cotton * This 
list of definitions made by government might be extended to 
some length, and their establishment is a tremendous help, 
without which modern business could be conducted only with 
extreme difl&culty Most of these definitions were established 
through the msistence of businessmen themselves (The still 
faulty nature of some of the definitions provides lucrative em- 
ployment for, lawyers ) 

The Regulatory T unction 

A second, and extremely important, function of government 
IS the establishment of regulations governing the economic con- 
duct both of mdividuals and of busmess firms Some of these 
regulations are designed to prohibit certain activities entirely 
(for example, laws agamst the purchase of stolen goods), while 
others may place very sharp limitations upon the field of busi- 
ness (laws prohibitmg the sale of narcotic drugs without a doc- 
tor’s prescription) Most of the regulations are designed to 
prevent certam specific abuses, either of one mdividual against 
another, of one busmess firm against another, of busmess firms 
against their employees or the public, or of individual actions 
agamst what is deemed to be the public welfare. Merely to 

4 In some cases, tlic government simply takes grades or weights and measures 
already m use by the trade and gives tiiem legal status In other cases the govern- 
ment may actually establish standard grades where none have been in use before* 
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list all of the regulations by Federal, state, and local govern- 
ments that ajffect the economic life of mdividuals or busmesses 
would require many volumes the size of this book This large 
number of laws is due not only to a developing social con- 
science which tends to outlaw many old practices formerly 
considered permissible, but also to the fact that modern tech- 
nology and modern economic development bring about many 
situations which the old laws fail to cover (Old and useless 
laws of course tend to survive in our system unless they are 
systematically eradicated from time to time ) 

For regulations to be passed by the legislatures and sustamed 
by the courts it must be shown that they are m the interests of 
the “public welfare” At least m English-speaking countries, 
the presumption is m favor of individual liberties and 
private property When a measure is proposed which will 
infringe on individual liberty or impair rights m private 
property, it must be shown that the “welfare of the com- 
munity” will be mcreased sufficiently to justify the infringe- 
ment on the rights of the mdividual There are, to be sure, 
no absolute objective standards of what constitutes the “welfare 
of the community” In a people of diverse economic mter- 
ests, diverse education, diverse religious beliefs, and diverse 
racial backgrounds, there will be wide differences of opinion as 
to what sort of measures will “improve the welfare of the com- 
munity.” We find laws proposed to prohibit the sale of mtoxi- 
cating liquors, to prevent the use of animals in experimental 
medicme and biology, to prohibit railioad trams from runnmg 
on Sunday, and to prohibit teaching that the earth is round 
The sponsors of these laws all claim (and no doubt most of 
them sincerely believe) that they are m the mterests of human 
welfare. In the absence of absolute standards, our legislature 
and judges operate on the tlieory that the people themselves are 
the best judges of what is for their own good, so that, when 
a sufficiently large majority is m favor of a measure, it is 
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adopted and sustauied by the courts Thus we are dependent 
for our regulations upon the collective intelligence, or the 
collective ignorance, of the community 

Public Ownership 

Ownership and/or operation of productive units to provide 
certam services for the people represents a third type of gov- 
ernmental economic activity Here the question at issue is 
not only the matter of public welfare, but also the question of 
whether public welfare will be better served by public or private 
provision of the service m question In some cases there is 
little doubt public health, for example, is undoubtedly, bet- 
ter piotected in large cities by the municipal collection and 
disposal of garbage without charge than if the people were 
left to hire dieir own garbagemen We could, of course, 
simply pass laws regaidmg the disposal of waste matter, but 
the cost of enforcing them (in the absence of free garbage col- 
lection) might be equal to or greater than the cost of free col- 
lection Ceitainly the degree of sanitation achieved would be 
apt to be much lower In connection with the rendering of 
some other services, light and power for example, the question 
of the relative ejficiency (and other benefits) of public and 
private operation is much more m dispute 

Establishment of Monopolies 

A fourth economic function of government is the establish- 
ment of monopolies It is somewhat startling to reflect that 
a supposedly anti-monopohstic government establishes hun- 
dreds of thousands of monopolies for every one that it breaks 
There are, of course, many kinds of monopolies First, there 
are those that are called “natural monopolies,” which may con- 
sist of the ownership of resources sharply limited by nature as, 
for example, a case in which there is only one single deposit of 
a certain valuable ore The term has also been used to de- 
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scribe a situation m which the public is better served by allow- 
ing a single company to perform the service, rather than to 
allow competition m the field For example, the streets of a 
large city would be a hopeless mass of confusion if anyone who 
wished to do so were allowed to lay street car tracks and run a 
street car line Equally obvious difficulties exist m the com- 
petitive provision of electric power, gas, and water services 
In the case of telephone service, there is clear advantage to 
the customer if the service is provided by a monopoly he re- 
quires only one telephone in order to be able to talk to every- 
one else who subscribes to the same service, mstead of two or 
three different telephones which would be necessary if the 
service were provided by two or three different companies, 
each with its own group of subscribers In the services we 
have mentioned above, there is also a vast saving in cost, both 
to the companies themselves and to society m general, when 
the service is provided by a monopoly rather than by com- 
petitive companies with needless duplication of transmission 
lines, plant and equipment 

In the field of “natural monopolies,” an appropriate govern- 
mental department grants the exclusive right to one company 
to render the service The legal mstrument which grants this 
right IS called variously a license, a franchise, or a charter 
The attempt is then made to obtam the benefits of lower cost 
of monopoly operation for the people, m the form of lower 
prices, rather than, to allow the monopoly to absorb them as 
profits This gives rise to the problem of rate regulation which 
will be considered in subsequent chapters (Regardless of 
whether the lowest possible rates are achieved, we should not 
Ignore the saving in real wealth for society which these forms 
of monopoly give by avoiding the waste of labor and resources 
resulting from the needless duplication of plant by competi- 
tion ) 

By the issuance of patents, government also creates monopo- 
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lies For a limited peiiod of years, the inventoi who receives 
a patent is given an exclusive right to use or dispose of his in- 
vention on the theory that the prospect of makmg a monopoly 
profit will act as a stimulus for mvention Undoubtedly it 
does so for many people It should be noted, however, that 
physicians, surgeons, and many other research workers in tlie 
fields of pure science, ordmarily do not patent their discov- 
eries but publish them instead for the world’s benefit These 
men seem to feel amply repaid simply by the respect and ad- 
miration of their fellow workers 

Copyrights for books and songs come under much the same 
general econotmc classification as patent monopolies Of 
course we had both authors and composers before we had copy- 
right laws The mgratitude of public memory which has re- 
membered the songs but forgotten their composers has ill- 
rewarded the creators of the folk ballads Regardless of the 
motives of the creative workers, there is one argument that 
may be advanced m favor of the monopolies which are granted 
in books, songs, plays, and inventions If it were not for the 
opportunity of sharmg in monopoly profits, it is doubtful if 
businessmen would be as willing as they aie today to assume 
the risk of placmg a new product on the market While we 
can all thmk of many of these kinds of products which we 
would prefer not to be marketed (perhaps this book is one of 
them), we can have no assurance that the absence of monopoly 
profits would eliminate tliem 

Trade-marks registered by the government aie another form 
of government-sponsored monopoly The argument usually 
advanced m favor of government protection of trade-marks is 
that It allows the customer to identify the goods and to be 
sure that substitution is not being practiced on him This is 
only partially true All that trade-mark registration does is to 
assure that the goods are being sold by the owner of the trade- 
mark A firm that builds up good will for its brand of coffee 
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by starting out witli No 1 Santos Coffee may gradually reduce 
the giade to No 4 oi 5, while still retaining the same brand 
name Moieover, any owner of a tiade-mark who has built up 
a reputation for the quality of his product, may sell the trade- 
maik, and the buyer may then sell whatever giade of product 
he pleases under the old biand name Clearly then, a trade- 
mark piotects the consumer only so long as its owner is inter- 
ested in mamtainmg the quality of his product As soon as 
either the original owner or a second owner of the trade-mark 
attempts to make a quick profit by deterioratmg the product, 
the brand name becomes a snare and a delusion instead of a 
protection to the consumer Even where quality is mamtained, 
blind adherence to trade-marks by consumers tends to render 
puce competition ineffective and so prevents the consumers 
fiom obtaining the most for their money There is no objec- 
tion to maintaining the identity of goods by trade-mark It 
may be argued that the manufactuier who consistently main- 
tains a high standard foi his product should be allowed to 
benefit somewhat from the resultant good will But if what is 
desired is protection for the consumer, trade-marks are not 
enough The establishment of Federal grades, plus the re- 
quirement diat these grades be prmted on the label and in the 
advertising, plus periodic inspection to prevent false statements, 
would be a far better protection to the consumer As con- 
sumers are given objective standards by which to judge the 
quality of products, price competition becomes more effective 
and competitive increases of selling costs lose their attractive- 
ness The benefit of government protection of trade-marks 
accrues primarily and certainly to the owner alone Such 
benefit as accrues to the consumer is incidental and is dependent 
upon the desire of tlie trade-mark owner to maintain his “good 
will” over a long period of time 
We have seen (1) that the government provides definitions 
and regulations for the conduct of economic activity, (2) that 
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It engages m the provision, of some economic services directly, 
and (3) that it grants monopolies to encourage the perform- 
ance of some other kinds of services We have by no means, 
ho-wever, exhausted all the economic implications of govern- 
mental activity Many -whole books have been written on the 
subject and many more will be written in the future But a 
start has been made m developing a basis for consideration of 
the various possible positions the government may take in 
respect to the specific problems that we shall discuss in the fol- 
lowing chapters 



CHAPTER III 


Forms of Business Ownership Organization 

T he various forms that business ownership may take 
are prescribed by law, and a large body of legal doctrine 
has grown up around each of these forms At first sight it 
might appear that we are dealing with a purely legal question 
However, the legal advantages and disadvantages, the privi- 
leges and im m unities which are associated with each form 
of the business unit carry with them certain economic conse- 
quences which make the form of busmess ownership orgamza- 
tion a question of economic importance Smce the very defi- 
nition of each form of business ownership organization is a 
legal question, we shall have to pay some attention to their 
legal aspects, although our mam attention will be directed to 
the economic problems involved in each form of the business 
unit 


The Single Proprietorship 

The smgle proprietorship may best be explamed as a one-man 
busmess organization This does not mean that the proprie- 
tor will have no employees, but it does mean that he is the 
sole owner of the busmess All of the busmess property be- 
longs to him, and he alone is responsible for all its debts, he 
will receive all the profits which are made from this busmess 
and will suffer all of its losses 

When an ii^dividual is operatmg a business under the smgle 

21 



22 


BUSINESS OWNERSHIP ORGANIZATION 


proprietoiship form, the law does not distinguish between the 
individual and his business Any careful individual will keep 
two sets of accounts, one for his personal income and expendi- 
tures and another for the income and expendituies of his busi- 
ness In this way he will be better able to judge whether he is 
opeiating his busmess properly or not The law, howevei, 
makes no such distinction, in its eyes the business firm and 
Its owner are one and the same person All of his personal 
fortune may be levied upon to satisfy the debts of the business, 
and any of his business assets may be seized to cover unpaid 
personal debts 

The smgle proprietorship has many distinct advantages 
Whatever profits there aie go entirely to the owner and need 
not be shared with others Since there is only one individual 
to make decisions, these can be made quickly and can follow 
a consistent mdividual policy Since the owner is free to dis- 
charge any employee, he can rid himself of dishonest and in- 
competent individuals much more readily than would be the 
case if these individuals happened to be partners in a partner- 
ship or stockholders m a corporation Since the owner’s entire 
personal fortune is at stake, he has the strongest motives to 
watch the busmess carefully and to run it as efficiently as pos- 
sible In many retail trades, people seem to derive a certain 
satisfaction m dealmg directly with the owner of the business 
so that this form of ownership organization is peculiarly well- 
adapted to small retail establishments An mdividual proprie- 
torship can be started with a minimum of legal expenditures, 
there is no corporation charter to be procured, no mcoiporation 
fees to be paid, and the firm is free fiom taxes levied against 
corporations 

There aie, however, certain limitations and disadvantages 
attached to tlie individual proprietorship The capital of the 
firm will be limited to the individual’s personal fortune plus 
the amount he is able to borrow on his personal credit There 
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will be no one except hired employees to whom die owner can 
entrust the runnmg of his business during his absence The 
success of the mdividual propiietorship depends largely on the 
ability of the owner to master all branches of business manage- 
ment He must be both a shrewd buyer and a capable sales- 
man, he must be somewhat of an accountant, and he must be 
familiar with the technical details of whatever business the firm 
IS engaged in He must be a competent executive to direct 
the employees It is true that mdividuals may be hired to 
take over some of these functions, the ability of hired mana- 
gerial employees, however, will depend to a considerable extent 
on the amount of salary the firm is capable of offering to attract 
them The amount of such salaries will depend upon the size 
of the firm which, in turn, depends upon the amount of capital 
die individual is capable of raising One great disadvantage 
of the mdividual proprietorship is that a busmess failure will in- 
volve the owner’s entire personal fortune He can, of course, 
place his home and certam other personal property m his wife’s 
name, but* if his wife should then happen to desert him, he 
would have no means at all of recovermg this property The 
individually owned firm also lacks continuity, m case the 
owner dies or decides to retire, it may be impossible to sell the 
film for anythmg near the amount it has previously been worth 
as a gomg concern 

Partnership ’ 

The simple business partnership consists of two or more in- 
dividuals who are ]omt owners and jomt proprietors of the 
business There is a partnership agreement which specifies 
the amount each partner will contribute to the busmess, and 
fixes his share of the ownership and his share in the profits 
This agreement may be verbal, but it usually is and should be 

^ In discussing tins and odier forms of business ownership, the legal aspects given 
are those common to most states The reader should consult his own state laws for 
features that may be peculiar to his state 
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written The different partners may contribute both cash 
and services to the business, or some may contribute merely 
cash and others their services, or cash and services may be con- 
tributed m varying proportions by the diffeient partneis The 
partnership agreement usually recognizes differences in value 
of the contributions of the various partners by providing for 
correspondmg proportions m the share of the profits and the 
assets of the busmess The partnership agreement will usually 
stipulate also the proportion m which each partner is to bear 
the losses in the event of failure In the event of bankruptcy, 
the courts will endeavor to carry out such terms as far as pos- 
sible However, should any partner be unable to meet his 
share of the losses, the courts will hold each and eveiy other 
partner liable up to the full amount of his personal fortune 

Legally, each partner is responsible for, and will be bound 
by, any act committed by any other partner in the firm’s name, 
regardless of any private understanding among the partners 
themselves For example, two partners may have an agree- 
ment that one is to do the buying and the other ’the selling 
for the firm, nevertheless, should the buying partner decide to 
go out and sell goods much below cost, the other partner would 
be held responsible for delivery of the goods Likewise, should 
the salesman partner have a notion to buy a particular lot of 
goods at absurdly high prices, the other partner would be held 
equally liable for acceptmg and paymg for the goods Debts 
contracted by any partner in the firm’s name are a debt against 
all the partners Should one of the partners borrow money in 
the firm’s name and then keep it himself, the other partners 
might brmg suit agamst him for fraud, but regardless of 
whether they collected anything ftom him or not, tliey would 
still have to pay the debt 

At first sight these provisions may seem somewhat harsh, but 
they are based on a sound prmciple It would be almost im- 
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possible to do business with a partnership all partners had 
to be consulted every time anytliing was to be sold to the firm or 
bought from it In most minor matters it would likewise be a 
needless waste of the partners’ time Consequently, it is a 
practical necessity that each partner be free to negotiate for the 
firm To protect the public, it is tlien necessary to make each 
responsible for the other’s actions It is then up to the part- 
ners to watch each othei to see that they do not commit acts 
which are undesirable for the busmess In some respects, one 
should exercise more care m choosmg a business partner than 
m choosmg a wife 


The Limited ‘Partnership 

In some states, limited partnerships are allowed Such a 
partnership must have one or more general partners and may 
have one or more limited partners The status of the general 
partners is the same as that outlined above under the simple 
paitnership The limited partner is allowed to have the 
amount of his possible loss limited to his share m the business, 
but he IS subject to certam restrictions (1) He may contribute 
cash only and not services to the busmess, (2) his name must 
not appear m the firm’s name, (3) he must not attempt to do 
busmess m the firm’s name If he violates any of these provi- 
sions, he loses his status as a limited partner and automatically 
becomes a general partner The reason for these provisions 
is to avoid havmg people deceived mto thmkmg that a limited 
partner is a general partner For mstance, without these pro- 
visions,, if I could persuade John D Rockefeller, Jr to invest 
$5,000 as a limited partner with me and we then adopted the 
firm name “Rockefeller & Meyers,” I could probably obtam un- 
limited loans from any bank, or if Rockefeller went out to buy 
goods for the firm, we could obtam pracucally unlimited credit 
On the other hand, if these people knew that he was only a 
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limited paitner, the firm’s ciedit would be limited to $5,000 
plus their best estimate of my own meager ability to lepay 
possible losses 


Advantages of the Partnership 

The partnership can ordinarily obtain more capital than the 
individual firm, both through taking in more partners who 
will contiibute capital and through the increased willingness 
of the banks to lend more to a group of individuals than to a 
single individual It can take in partners possessed of diJlcrent 
skills to manage the various special aspects of the business, 
and smee these partners will share in profits or losses, they may 
possibly devote more conscientious effort to then tasks than 
they would as hired employees, either of a single proprietorship 
or of a corporation If there is any tiuth in the adage that “two 
heads are better than one,” it will be applicable here In the 
temporary absence of any of the partners, the business may still 
be left in responsible hands In dealing with the public, the 
partnership will still possess much of the character of a “per- 
sonal business” which is chaiactenstic of the single proprietoi- 
ship The partnership is likewise free from legal requirements 
and taxes imposed on corporations as such 

Disadvantages of the Partnership 

Although superior to the individual proprietorship in raising 
capital, the partnership is still somewhat sharply limited in 
this icspect In spite of conspicuous exceptions (such .as J P 
Morgan & Co ), the capital of the average paitnership will be 
found to be small In general, it is necessaiy to take in more 
partners in order to raise more capital As the business ex- 
pands, It may be increasingly difficult to find people willmg to 
invest money in the firm who will also be desirable partneis in 



BUSINESS OWNERSHIP ORGANIZATION 27 


other respects Another possible serious disadvantage is dis- 
agreements among the partners on matters of business policy 
Unless these can be settled amicably, the partnership will have 
to dissolve No partner can sell or transfer his holdings in the 
firm without the consent of the other partneis Unless he can 
find a new partner satisfactory to them, he will either have to 
buy out the other partners, sell out to them at whatever price 
they will give, or force a dissolution of the partnership If any 
partner dies, his heirs will be under the same disadvantage 
The survivmg partners will likewise be under a handicap, if the 
share of the deceased is not willed to someone whom they con- 
sider a satisfactory partner, they must either be willing to buy 
out the heir or face dissolution of the partnership The lia- 
bility of the partners for each other’s acts and the unlimited 
liability of all general partners is also a disadvantage 

The Joznt-Stoc^ Company 

The ]oint-stock company is a kind of transition type of busi- 
ness ownership organization halfway between the partnership 
and the corporation possessing many of the features of both 
types The owners are under the same degree of full liability 
as in the general partnership Instead of the partnership agree- 
ment, ownership is represented by transferable shares of stock 
similar to those of a corporation, and management is centered 
in a board of directors elected by the stockholders The joint- 
stock company possesses practically all of the advantages of the 
corporation except limited liability It is free from the disad- 
vantage of acquirmg and conforming to a corporation charter, 
and It IS not subject to corporation taxes levied as such How- 
ever, the unlimited liability of stocldiolders has appeared to 
be such a disadvantage in sellmg stock that the jomt-stock com- 
pany has not met with much favor m this country. It is far 
more common in England 
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The Corporation 

A corpoiation is an artificial person, created by law, for the 
purpose of accomplishing some object The first corporations 
were not business organizations but were religious, fraternal, 
benevolent, or educational institutions founded by a royal 
charter which conferred certam privileges and immunities 
upon them The older English Universities and the Medieval 
Guilds were among the first corporations 

The business corporation is an adaptation of this form for 
business purposes A group of persons will apply to the state 
to grant it a charter for the purpose of doing busmess as a cor- 
poration If the charter is gi anted, a corporation is created 
which may do business in the firm’s name, it may sue and be 
sued m the firm’s name, exactly as an individual person, it may 
own property and may borrow and owe money Although 
the stockholders own the corporation, tliey are not held liable 
mdividually for the actions of the corporation as it is considered 
to be a separate person Ordinarily, the possible loss of the 
stockholder is limited to the amount which he paid for his 
shares In the case of banking corporations, m some states the 
stockholder may be held liable for double the amount of the 
face value of the shares which he holds 

Some states have had the idea that the corporation charter 
might be used as a means of exercising some sort of control 
over the corporation The charter would state rather rigid 
limits as to the kind of acts the firm might perform, and gen- 
eral laws were passed regulating their acts In practice, the 
diversity of state laws and the laxness or cupidity of some states 
have largely defeated tins purpose Under the mterstate 
commerce clause of the Constitution, a corporation created 
by one state is able to do business m any other state, conse- 
quently, new corporations have taken out their charters m 
those states which are most lenient After the United States 
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Steel Corporation was granted a charter by the State of Dela- 
ware which allowed it to “engage in any kind of business in 
any part of the woild,” there was a rush to incorporate under 
the laws of that state and the state has since become notorious 
as a “corporation mill ” The state has received so much 
revenue fiom a small corporation tax on numbers of busmess 
firms whose real centers of busmess are all over the country, 
that Its own residents are practically tax-free Techmcally, 
the corporation is supposed to have its main office in Delaware, 
but this IS evaded by setting up a “dummy” office The doors 
of Wilmington office buildmgs are plastered with the names of 
hundieds of large business firms whose principal place of actual 
business is New York, Chicago, or other large cities in other 
states Some other states have attempted to set themselves up 
in the business of “selling corporation charters,” and as a le- 
sult, the remainmg states practically have had to abandon their 
efforts to regulate corporations through their charters It has 
been proposed from time to time that corporations, particularly 
those doing mterstate business, be required to mcorporate under 
Federal rather than state laws, but as yet no action has been 
taken on this matter 

The Simple Business Trust 

The word “trust” in popular speech usually means combma- 
tion or monopoly This arose from the fact that some of the 
first large business combmations to be prosecuted m the courts 
had adopted the trust form of organization More accurately, 
the word “trust” refers to a form of busmess ownership organi- 
zation which need not have any large-scale or monopoly as- 
pects The simple busmess trust, sometimes called the Massa- 
chusetts trust because it received its greatest development under 
the laws of that state, is a form of organization under which the 
title to business property is placed in the hands of a board of 
trustees iyh,o tnanage the business m the interests of the former 
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owners, who are then called the beneficiaries of the trust (This 
IS in contrast to trusts for the purpose of safeguarding inherit- 
ances in which the beneficiaries are usually third parties) 
The deed of trust which transfers the property will specify the 
powers and duties of the trustees Usually equity in the trust 
IS evidenced by trust certificates which may be transferred like 
shares in a corporation, to which they are quite similar in all 
respects except that of voting The deed of trust often specifies 
that no liability shall attach to shareholders or trustees 

For most purposes the trust would appear to be at least equal 
to, and in some respects superior to, the corporation Trustees 
are ordmarily possessed of greater freedom to act for the busi- 
ness than are directors of a corporation To the extent that 
trustees are held more responsible for their actions than are 
directors, this may be a greater protection for the minority 
shareholder than his vote m a corporate organization The 
main reason why the trust form is not more widely used is 
probably due to the stigma attached to the name m the various 
“Anti-Trust” agitations 

Co-Operative Organizations 

Co-operative organizations are often formed by Consumers 
for the purpose of buying and by farmers for the purpose of 
marketing their products Some few manufacturing co-oper- 
atives have been formed by workmen, but these have had little 
success The co-operative is usually organized as a corporation 
to do business under a corporate name, but it has certam fea- 
tures distinct from the ordinary busmess corporation. (1) In 
the true co-operative, each member has one vote regardless of 
the number of shares that he holds (2) After a low fixed 
dividend (really an mterest payment) is made on each share, 
further profits are shared on a “patronage” basis, tliat is, each 
member receives dividends in the proportion which his pur- 
chases or sales through the co-operative beai to the total pur- 
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chases oi sales The question of the field and function of the 
co-operative is a separate subject which we will not discuss here 

Business Ownership and Business Government 

The various forms of business ownership organization are 
really forms of business self-government and may be compared 
with various forms of political government ° The smgle pro- 
prietorship is an absolute monarchy, the partnership is an 
oligarchy, the corporation is a republic (with voting based 
upon a property qualification) , the trust may be compared to 
the mandate, the co-operative is a democratic republic 

Within the corporation, the analogy to political government 
may be carried even further The corporation charter is its 
constitution, its by-laws correspond to legislative enactments, 
the board of directors is an admmistrative body empowered to 
cany out the provisions of the charter and by-laws and allowed 
to pass some administrative rulings of its own The active 
control of the corporation by a small group of stockholders is 
somewhat similar to that exercised by the political bosses of a 
dominant party when the opposition is negligible 

Types of Corporate Securities 

Corporate securities are of two general classes each of which 
has many subclassifications stochj, which represent ownership 
m the corporation, and bonds, which represent claims of 
funded debt against the corporation We shall be able to dis- 
cuss here only the most important aspects of the principal 
types of stocks and bonds The reader who wishes further 
information on this subject should consult a good text on corpo- 
ration finance 

Common stoc\ represents the ownership and, unless the in- 
terest on bonds or the dividends on preferred stock are in de- 
fault, usually represents the votmg control of the corporation 

2 This analogy is a teaching device used by Professor J M Shortliffe of Colgate 
University in his classes I have not seen it developed so extensively elsewhere 
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Common stock is issued m shares The percentage of the 
total number of shares held by any individual mdicates his 
proportionate share in the total of dividends and assets accru- 
ing to the common stockholders m general Evidence of this 
ownership is given in the form of a stock certificate which 
states the number of shares that the holder owns, dividends on 
which may be paid only after all mterest on bonds and all pre- 
ferred dividends have been paid In the event of dissolution of 
the company, the common stockholders receive whatever is left 
after all debts, bonds and other prior claims have been paid 
Unless otheiwise stated, after interest and preferred dividends 
have been paid there is no limit to the dividends which may be 
paid on common stock except the earnmgs of the company and 
the discretion of the board of directors The owners of com- 
mon stock thus stand the greatest chances of both profit and 
loss Since all other claims must be paid first, common stock 
IS often called the most risky form of mvestment This state- 
ment holds true, however, only as among different classes of 
securities in the same company The common stock of a 
prosperous company may easily be a safer mvestment than the 
bonds of a corporation which is suffering reverses 
Classified common stoc\ is sometimes issued In such cases 
there will be two or more classes, usually called Class “A” and 
Class “By” only one of which has voting power (There is no 
uniformity as to which class, “A” or “B,” receives the voting 
power ) There is no excuse for the issue of tins type of stock 
It IS purely and simply a trick device to allow a few mdividuals 
to gam control of a corporation without bemg lequiied to invest 
as great an amount of money as would be required to purchase 
majority control of unclassified common stock The holders 
of the non-voting stock are depiived of the powei to protect 
themselves through voting and are not guaranteed any fixed 
dividends. 



BUSINESS OWNERSHIP ORGANIZATION 


33 


Prefeued stoc\ carries the piovision tliat a certain fixed divi- 
dend (a specified number of dollars on stock with no par 
value, or a specified per cent of par for stocks with par value) 
will be paid on the stock before any dividends are paid to com- 
mon stockholders It may be either cumulative or noncumu- 
latwe preferred stock On cumulative preferred stock, this 
year’s specified dividend, plus unpaid dividends for all past 
years, must be paid before any dividends are paid on the com- 
mon stock On noncumulative preferred, only the specified 
dividend for any one year need be paid before the dividends 
are paid on tlie common stock Noncumulative stock is 
hardly worthy of the name “preferred” smce it is so easy for 
the stockholders to be cheated out of dividends For example, 
suppose that a corporation has $1,000,000 in common stock and 
$1,000,000 in 6 per cent noncumulative preferred stock The 
first year it earns, let us say, $120,000, a sum which is enough 
to pay a 6 per cent dividend on both preferred and common 
stock The directors, however, say that it is advisable to set 
up a reserve, invest.the earnmgs in government bonds or other 
earning assets, and vote to pay no dividends on either preferred 
or common stock The followmg year, if the company again 
earns $120,000, the directors may say that it is now well-estab- 
lished and needs no reserve, so they sell die government bonds, 
or other assets, and this, plus the current year’s earnings, makes 
a fund out of which they pay only this year’s dividend of 6 
per cent on the noncumulative preferred stock and pay the re- 
maining sum as an 18 per cent dividend on the common stock 
Since the directors usually hold the majority of the common 
stock and usually own very little preferred stock (usually none 
if It IS noncumulative), it will be to their interest to juggle 
the earnings from one year to another m this way There is 
practically no legal remedy for the preferred stockholders m 
the situation we have outlined above, crude as it is, and there 
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are still more subtle ways of concealmg earnings from one year 
to the next The only sure safeguard against this particular 
form of cheating is not to buy preferred stoc\ unless it is cumu- 
lative 

The preferred stock of different companies may carry many 
different provisions, either to safeguard further the pieferred 
stockholders, or to provide for their further participation m large 
earnings when they occur To be certain of exactly what these 
provisions are m the case of a particular stock, the corporation’s 
chaiter should be consulted’ One rather common provision 
IS that, m the event of dissolution of the company, a certain 
fixed sum be paid to the prefeired stockholders before the 
common stockholders receive anythmg When this provision 
IS made a stock is said to be preferred as to assets 

A provision is sometimes found that, after the prefeired 
stockholders have been paid their guaranteed dividend, and 
after the common stockholdeis have been paid an equal per- 
centage, further eainmgs will be divided equally between the 
two groups Where this provision is in effect it removes some 
of the disadvantages from noncumulative preferred stock 

Another provision occasionally made is that, whenever pre- 
ferred dividends are unpaid, preferred stockholders may vote 
their stock along with common stockholders at meetings of 
the corporation This affords some measuie of protection to 
the preferred stockholders but it is dependent upon the ability 
and willingness of this group to organize for their own protec- 
tion In the case of a stock which is widely scattered in small 
holdings, this may be difficult It is not unknown for stock- 
holders (either pieferred or common) to surrender their 
proxies to a “stockholder’s protective committee” which really 
represents the existing management of the company 


^ Or 111 many ctscs, the mformation may be obtained from Moody's Manual or 
Poor’s Manual t 



BUSINESS OWNERSHIP ORGANIZATION 35 

Bonds represent the long-term funded debt of a corporation 
Since no one individual, oi even one bank or insurance com- 
pany, may be willing or able to loan millions of dollars to a 
smgle corporation, bonds constitute a way of “cuttmg the debt 
into small pieces” that may be disposed of more readily This 
IS an advantage even to the large bank or insurance company 
that might be willing to buy a whole bond issue In the event 
that It needs money later on, a claim divided in the form of 
bonds will be more readily salable than the claim of a large debt 
in a single lump sum Bonds are usually issued m denomma- 
tions of $100 or $1,000 although, in order to attract the small 
mvestor, bonds of $50, $20, and even as low as $10 are sometimes 
found Bonds may be classified according to the nature of the 
claim of debt of which they are small pieces 

Mortgage bonds are bonds that are secured by a mortgage 
upon all or some part of the physical property of a corporation 
They may be either claims against the real property of the 
corporation, in which case they are real estate mortgage bonds, 
or they may be secured by a mortgage on movable property, 
in which case they are called chattel mortgage bonds (for ex- 
ample, bonds secured by a mortgage on railroad freight cars) 
There are first, second, and even third and fourth mortgage 
bonds in some corporations In such cases, when foreclosure 
or bankruptcy takes place, tlie first mortgage bonds must be 
paid in full before the second, the second before the third mort- 
gage bonds, and so on Note well that the mere presence of 
the word “first” m the title of a bond issue does not necessarily 
mean that it is an absolutely first claim on the assets of the 
coiporation We often find “first refunding,” “first con- 
vertible,” and “first debenture” bonds issued by a company 
which already has two or three prior mortgage bond issues out- 
standmg 

Debenture bonds are simply a claim agamst the general assets 
of a company that are not otherwise specifically pledged In 
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case there are no other bond issues of the company outstand- 
ing, debenture bonds are just as good as mortgage bonds If 
we call mortgage bonds “pieces of a moitgage,” we may call 
debenture bonds “pieces of a long-term promissory note ” If 
there aie large issues of mortgage bonds outstanding, debenture 
bonds m the same company may constitute an extremely risky 
junior security Even where no other issues are outstanding, 
unless tt IS specifically provided against, the company may issue 
mortgage bonds on property against which debenture bonds 
have previously been the sole claim, thus impairing the value 
and the possibility of redemption of the debenture bonds 

Value of Bonds 

In the event that mterest payments are not made when they 
fall due, or that the prmcipal is not repaid when the bond ma- 
tures, bondholders may foreclose or brmg an action in bank- 
ruptcy against the corporation The value of a bond will then 
depend upon the proportion of the company’s assets which it 
represents when such assets are sold at a forced sale. (Such 
value will not exceed the face value of the bond, smce any sur- 
plus over this amount goes to the stockholders ) Since the 
“secondhand” value of capital equipment at a forced sale is 
ordmarily much less than its original value, it follows that no 
bond issue is “secured as to principal” unless it is made in a con- 
siderably smaller amount than the original purchase price of 
the assets against which it is a claim The more specialized 
the capital assets against which bonds arc issued, the more will 
their value be dependent upon the corporation as a “going con- 
cern ” Consequently, unless bondholders are willing and able 
to take over a business and operate it for themselves, their 
right of foreclosure is useful only as a threat to the manage- 
ment and IS by no means a guarantee of the return of the in- 
vested principal 

Unless adequate allowance is made for mamtcnance, the 
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depreciation of plant and equipment may impair the value 
upon which a bond issue rests It is also to the mterest of the 
bondholder to see that there is provision for a smkmg fund 
which will repay die bonds at maturity Otherwise, particu- 
larly m the case of long-term bonds, the company’s excess earn- 
ings may be paid out m high dividends, leavmg nothing but 
the possibility of borrowmg again as a means of repaying the 
bond issue 

In addition to the circumstances peculiar to the mdividual 
company, there are many general market factors which will 
affect the value of bonds When the market rate of mterest on 
new capital investment declines, old bond issues will tend to 
rise in value * In extreme inflation, bonds, because their prin- 
cipal and mterest is payable as a fixed number of dollars, will 
lose their attractiveness as an mvestment Mild mflation, after 
a period of depression, may raise the puces of low-grade bonds 
to the extent that it mcreases the earnings of the various com- 
panies which have issued them Railroads and public utilities 
will be apt to profit less from this source than will mdustrial 
corporations since their rates, being fixed by regulation, are not 
apt to rise rapidly, and mcreases in traffic volume, due to mfla- 
tion, may be offset by higher operating expenses 

Abuses of the Corporate Form of Organization 

We have already mentioned some abuses of corporations 
Before gomg fuither mto specific abuses, we must raise the 
question “Who controls the corporation?” Whoever con- 
trols a corporation is responsible for its abuses (seldom legally 
responsible, unfortunately), even' if he does not perpetrate 
them nor profit from them, he is m a position to prevent 
them The corporation was coitipared to a little business 
republic, with the stockholders as electors and the directors 


^ See page 439 
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as representatives In such a business government, as well as 
in political government, there are political parties by which 
the majority may exploit the minority Political bosses exer- 
cise control through controlling the active minority in the 
majority party, and there are “blocs ” Fmally we have what 
corresponds to lobbyists representmg outside mterests that 
may bring pressure to bear on the corporation In actual 
practice most stockholders seldom take an active and intelli- 
gent mterest in the affaiis of the corporation If they vote 
at all. It IS usually simply to approve matters (mcluding the 
proposal of new directors) submitted to them by the board of 
directors 

The board of directors may be the controlling element, but 
It IS seldom, particularly where the board is large, that the 
boaid as a whole exercises active control Many directors 
may be “dummies” elected to tlie board to do someone’s 
bidding Many may be “honorary” directors used as “win- 
dow dressing” in order to have imposing financial names on" 
the board The failure of many directors even to attend 
meetings long ago gave rise to the custom of giving each a 
twenty-dollar gold piece in older to get a quorum In prac- 
tice It will be found that most often the board simply gives 
“rubber stamp” approval to measures originating with one 
of the following inteiests (1) a single director, or a small 
group, who may or may not be laige stockholders, (2) a large 
stockholder who may oi may not be a director, (3) the active 
business management of the corporation (President or Gen- 
eral Manager) , (4) a bank or banking group which is lending 
to the corpoiation, (5) the principal buyer of tlie corpoia- 
tion’s product, (6) the piincipal supplier of raw materials, 
(7) the corporation’s lawyer This list might be extended 
considerably furdier “ Any of these “pressure interests” may 

*5 Dr Robert Goidon has made an extensive study of this question and the lesults 
will soon be published 
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be represented on the board of directors but this is not neces- 
sary so long as they have one, or a small group, of the directors 
who will actively present their measures and a complacent 
majority of the board who will follow the leader 

Excessive salaries voted to officers and executives of a cor- 
poration are one of the most common abuses and one that is 
least subject to legal control It may appear that it would 
make little diSerence to a corporate officer whether he re- 
ceived his earning as salary or dividends, nevertheless, if 
that part of his salary which is excessive were allowed to go 
into the general earnmgs of the company where it belongs. 
It would be shared by the minority stockholders As a salary, 
It goes to him alone In spite of the fact that tremendous 
salaries are continually reported for executives of large cor- 
porations, this evil of excessive salaries is apt to work more 
hardship upon the stockholders of small corporations A 
salary of $50,000 for the president of a small corporation might 
absorb nearly all the earnings of the busmess, whereas a sal- 
ary of $100,000 for the president of a corporation which has 
two million shares outstanding would amount to but 5 cents 
per share if the entire amount were distributed and the execu- 
tive paid nothing Since it is extremely difficult, if not im- 
possible, to determine what an executive actually is worth to 
a business, it is hard to say whether any given salary is exces- 
sive and, if so, by how much Qmte likely the salary should 
be m some sort of rough ratio to the net earnmgs of the com- 
pany Rather than draft a general law to this efiect, how- 
ever, the author would prefer to be left free to criticize the 
man who would draft it 

Juggling of earnings from one corporation to another is a 
favorite device by which stockholders may be swindled 
Where an individual or group has a major interest in one 
corporation and a minor but actively controllmg mterest 
in another, opportunity for unwarranted profit is ofiEered. 



40 BUSINESS OWNERSHIP ORGANIZATION 


For example, if the corporation in which they have large 
stock holdings is selling products to the other corporation, 
prices will be fixed very high If their major interest is in 
the buying corporation, prices wdl be set low. Even though 
this practice is illegal, it is often extremely difficult to prove 
that It has taken place, particularly where the product is one 
that IS ngt sold every day on the open market For exam- 
ple, whaf IS the maiket price for automobile bodies in lots of 
100,000, or what is die fair value of 250,000 horsepower gen- 
erators ? Unless definite proof of overpricmg or underpricing 
can be established, the courts will naturally assume that those 
doing the buymg or selling were actmg in good faith 

Misuse of "inside information" for stock market purposes 
by officers of a corporation is another common abuse Some 
officers of a company may be m a position to know the way 
Its affairs are going before this information becomes avail- 
able to the general public and they may then profit by buying 
or selling the company’s stock This abuse is far more seri- 
ous when officers are sellmg in advance of bad news than 
when they aie buying on the basis of advance information 
of good news When officers and directors unload their large 
holdings, they tend to depress the price of the stock seriously 
before the small stockholder has even a chance to sell If it 
starts to become known in the market that officers are un- 
loading, a panic decline may drive the price of the stock tem- 
poiarily far below even the price which is justified by the 
bad news It requires rathei a high type of ethics on the 
part of officers not to unload and avoid losses when they know 
that the price of a stock will go down, but there is ceitainly 
no excuse for their selling short and making a profit under 
such circumstances. 

'Falsification of earnings for stock market purposes is also 
fairly easy to engmeer Overly generous markdowns of the 
company’s assets for depreciation and obsolescence and the 
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writing off of perfectly collectible items as “bad debts” can 
make a very large share of the earnings apparently disappear 
When the price of the company’s stock drops after the publi- 
cation of this poor earnmgs report, the “msiders” can buy 
It at a bargam In a subsequent earnmgs period the process 
' can be reversed and the stock sold out at a profit 

Purchase of assets from an officer of the corporation, either 
openly or through a “dummy” mtermediary is fraught with 
many possibilities of abuse For example, an officer knows 
that the company is going to need a certain piece of real estate, 
so he buys it for himself and then resells it to the corpora- 
tion at a quick profit There are many other variants of the 
scheme 

Watered stoc\ is the issuance of stock the original price of 
which exceeds the value of the assets of the corporation This 
may be the result of givmg a large block of stock to the owner 
of a patent right (not necessarily the inventor) or of giving 
large blocks of stock to the organizer of the corporation, or 
to the underwriters who sell the securities, for their “services,” 
the value of the stock bemg more than the services or the 
patent are worth It is not even necessary that stock be given 
An excessive cash payment for services would have the same 
effect 

One way in which the small mvestor can protect himself 
against this particular practice is neaer to buy the stoc\ of a 
new company or a new issue of stoc\ by an old company until 
It has been on the market for at least a year or more In spite 
of what the glib salesman tells you, this practice will not pre- 
vent you from “gettmg in on the ground floor ” A study of 
the price history of the stocks of today’s best and soundest 
companies will show that almost mvariably the stock sold 
for much lower than its original issue price within two years 
after the original issue This practice will also save you from 
buymg the stock of many compames which are either ill-con- 
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ceived or outright fraudulent and which “fold up” within a 
year or two While he is marketing a new issue of stock, an 
underwriter, who has guaranteed to the corporation that he 
will sell the stock at a certain price, will buy back every share 
that the public offers for sale in order to protect the price of 
the stock which he still holds unsold As soon as the issue 
IS completely sold out, this support will be withdrawn and 
the stock must seek its own level on the market If then the 
company is slow in getting established (as it is very naturally 
apt to be) and the first year’s earnings are disappointing, 
those who bought in the hope of a quick profit will become 
tired of waitmg and will unload their holdings Then, and 
not before then, if the long-time prospects still look good, is 
the real time to “get in on the ground floor ” 

The list of abuses of the corporate form of busmess owner- 
ship which we have given could be almost indefinitely ex- 
tended Should, therefore, the corporate form be abolished? 
No It would be impossible to oigamze large-scale busi- 
nesses without It and in many lines we must have laige-scale 
business organization if we are to have the product at any 
kind of reasonable price The answer lies in attempting to 
remedy the abuses as far as possible The Securities and 
Exchange Commission is a step in the right direction If we 
can maintain the present high type of its personnel, its powers 
should be still further extended Regardless of how good our 
laws or how well they are enforced, however, the investor 
will still find It necessary to exercise self-protection and judg- 
ment. 



CHAPTER IV 


So7ne Fundamental Fconomtc Concepts 

HAVE already said that economics deals with hu- 
* ^ man wants and their satisfaction The means by which 
human wants are satisfied are called goods 
A good IS anything that satisfies a human want The bread 
that I eat, the shoes that I wear, the house that I live m are all 
goods It is not necessary that I m particular should want an 
aiticle foi It to be a good I do not happen to care for aiti- 
chokes, but as long as someone does, they are a good Two 
conditions are necessary for the existence of a good a human 
want, and a means that will satisfy that want 
Goods may be divided into two main classes, free goods and 
economic goods Free goods are those so plentifully supplied 
by nature that human effort is not required to obtain them 
Economic goods are those that are so scarce relative to human 
wants that human effort is required to obtain them It will 
be obvious to the reader that whether a good falls in the classi- 
fication of free goods or economic goods will depend upon cir- 
cumstances In certam thinly populated tropical islands un- 
touched by navigation, bananas might be considered a free 
good But when we consider the effort necessary to gather 
them and transport them, the bananas in New York City are 
an economic good Probably the only goods which are free 
goods under nearly all circumstances are fresh air and sunshine 
Even here, if we stop to consider air conditioning and ultra- 
violet-ray glass, we may raise some questions If the reader 

45 
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wishes to test his grasp o£ this concept, let him ask himself 
whether free samples of corn flakes, free soup in soup kitchens, 
and free public libraries are free goods or economic goods, and 
why 

A service is any nonmatenal good The acts of the cook 
who prepares my food, of the boy who mows my lawny and of 
the orchestra which plays for my enjoyment are services For 
many purposes, services need not be distinguished from other 
goods, but since we shall later have to make certain distinc- 
tions between the way in which the wages of free persons and 
the prices of goods are determined, we choose to draw this dis- 
tinction now 


Utility 

Utility IS the quality or capacity of a good which enables it 
to satisfy a human want. Any good that is capable of satisfy- 
mg my wants may be said to possess utility for me It must be 
carefully noted that the good itself is not a utility My desk 
Itself is not a utility It is a good, but its ability to serve as a 
support on which to write, as a place to hold my books, and 
whatever beauty of design it may have which pleases my eye 
constitute tlie qualities which give it utility for me 

The economic concept of utility carries with it no moral, 
esthetic, physiological, or any other kmd of judgments or 
standards except those existing m the mind of the mdividual 
who desires the article Utility is not synonymous with use- 
fulness when we try to classify goods as bemg useful or harm- 
ful according to some abstract standards Thus cocaine pos- 
sesses utility for the dope fiend Hideous paintings possess 
utility for those deficient enough in artistic taste to enjoy them. 
Poison possesses utility for the person who wants to commit 
suicide As long as anythmg will satisfy any human want, it 
possesses utility The economist, as an economist, can pass no 
judgment upon the merits of these wants. If all the paper m 
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the country is used up m printing cheap magazines instead o£ 
great literature, this may be a cultural loss, but it cannot be 
considered an economic loss so long as the wants of the people 
are better satisfied by material which the English professor 
would say “panders to a degraded taste ” 

There are really four main kmds of utility ^ form utility, 
place utility, time utility, and ownership utility Form utility 
consists of the physical form or structme or of the chemical 
composition of a good which renders it capable of satisfymg a 
human want Thus the shoe manufacturer adds form utility 
to leather when-hfe shapes it mto shoes The baker adds form 
utility to flour, salt, and yeast when he mixes and bakes them 
into bread The florist adds form utility to a seed when he 
helps It grow into a flower 

Place utility, as its name implies, is the presence of a good m 
a place where it is able to satisfy a human want Thus, the 
steamship companies, the railroads, and the retail stores are 
adding place utility to bananas by brmging them from the 
tropics and puttmg them m a place where one can buy them if 
one so desires 

Time utility is the availability of goods at a time when they 
are needed to satisfy human wants Thus, the cold storage 
warehouse adds time utility to butter by keeping it from a time 
when It IS overplentiful to a time when it is more needed 
The retail store is adding time utility as well as place utility to 
goods by havmg them on its shelves so that one may obtain 
them immediately when he wants them instead of having to 
order them from the factory and wait for delivery 

Ownership utility consists in the possession of goods by those 
who desire them Thus, the real estate agent adds ownership 
utility to houses by transferring their ownership from those 
who wish to get rid of them to those who wish to obtain them 

^This classification of kinds of utility is not necessary, nor is it fully inclusive 
or mutually exclusive It may serve, however, to aid m understanding the concept 
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Productton 

Production is the addition of utilities to goods or the lender- 
mg of services possessing utility It may be readily seen that 
according to this definition all of the activities we have men- 
tioned to illustrate the various kmds of utility are productive 
activities Early economists used to consider only one kind of 
utility, form utility, when they spoke of production Conse- 
quently they were forced into the untenable position of classing 
many kmds of human activity as unproductive, although at 
the same time they were forced to recognize these activities as 
useful and even necessary The reader will realize, after caie- 
ful consideration, that there are very few kinds of human em- 
ployment which could be classed as unproductive undei our 
definition 

Karl Maix and his followers were fond of hurling the stigma 
of “unpioductive labor” at a great many types of human 
activity This was because Marxists legarded as productive 
only those activities which led to the physical “creation” of 
physical goods When we remember that the only reason we 
desire goods is for the utility which they are capable of giving. 
It must be obvious that any activity which increases utility must 
be productive If I happen to desire to hear violin music more 
than I want to wear a new shirt, the efforts of Kreisler possess 
more utility for me and hence are more productive than those 
of Sadie the shirtmaker 

However, merely by saying that a certain kind of work is 
productive we do not necessarily mean that it is desirable by 
standards either of morality oi of social welfaie Dope ped- 
dling IS a productive enterprise, but it is a kind of production 
that most of us would like to see stamped out " 


^Cf Taussig, F W, Fnnctplcs of Lconotnus, Ch II, lluid Edition, The 
Macmillan Co, New York, 1921, for an excellent discussion of productive and 
unproductive labor 
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Also, when we say that an activity is productive we do not 
necessarily imply that it is efficient Many methods of pro- 
duction are extremely wasteful of both human and natural re- 
sources The fact that some other method of production might 
be more efficient does not imply that a particular method is 
unproductive, it is merely inefficient 

When we say that a certain individual’s activity is produc- 
tive, we do not thereby justify the mcome which he receives 
for It Real estate agents, stock brokers, movie actors, monop- 
olists, and other persons may often receive far more than some 
people consider their services are worth, retail storekeepers mav 
be makmg abnormal profits in times of rising prices, but none 
of this means that these mdividuals are unproductive 

Consumption 

Consumption is the diiect and final use of goods or serv- 
ices in satisfying the wants of free human beings A distinc- 
tion should be drawn here between consumption in the strict 
economic sense and the loose meaning which the word often 
has m popular speech Consumption does not mean amount 
sold The Federal Department of Commerce publishes figures 
of what It calls cotton “consumption” m the United States ® 
Actually, these figures are the amounts of raw cotton used 
by textile mills Let us see what is really mvolved Of 
the millions of pounds of cotton sold to the mills this year, 
some will be m the form of unsold or undelivered cot- 
ton thread or yarn Some will be m the inventories of 
raw material or finished goods of knjttmg mills and weav- 
ing mills Some will be in the hands of bleachers and 
dyers Some will be in the form of unused cloth or finished 


'^More recently iTiTny government bureaus have avoided this misuse by calling 
the figures “apparent disappearance,” consumption,” or other similar less 

confusing terms 
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goods m the dress and shirt factories Some will be unsold 
goods on the shelves of wholesale and retail merchants And 
some will be unused sheets in an old maid’s hope chest Of 
the stocks of raw cotton sold to the mills this year, probably 
only an infinitesimal part will be actually consumed during the 
year The cotton goods which we are consummg now belong 
largely to the production of last and previous years * 

Consumption does not mean the “using up” of a good unless 
such using IS done by the ultimate consumer Coal is used up 
every day to generate power for the operation of machines in 
factories Economically speaking, however, such coal is not 
consumed until people use the goods which the machines 
have made The amount of wear and tear on a machine that 
occurs in making a single consumer’s good may be said to be 
the consumption of the machine by the ultimate consumer as 
he uses up the product If businessmen would avoid the care- 
less mental habit of considermg everything they themselves 
have sold as being immediately consumed, and would try in- 
stead to find out what is actually happenmg to die goods, they 
would sometimes avoid producing for an already overstocked 
market 

Consumption is the final end and object of all economic 
activity If you were to ask the average manufacturer of ma- 
chine tools why he was making them, his first answer would 
probably be “Because I can sell them,” or “Because I can sell 
them at a profit ” But a moment’s reflection will show that 
unless those machine tools are capable of makmg consumer’s 
goods which people want, or unless they are capable of makmg 
other tools which will m turn produce the consumer’s goods 
which people want, the manufacturer will soon not only be 
unable to sell them at a profit, but will be unable to sell them 
at all. At present it is only the Mief that another manufac- 

^For a dear pictuic o£ this phcnomcnoa, see Taussig, F. W, Wa^cs and CaintaL 
The Macmillaa Co, New York, 18964 
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turer has that he in turn can sell the goods that the machine 
will make which mduces him to buy the machme Later, in 
the chapter on busmess cycles, we will see how such a belief 
can often be in error 

If at times we refiam from consummg all we might (in 
other words, if we sat^e), the only rational motive for such con- 
duct IS that we believe that by so doing either we or our 
descendants may be able to have a greater quantity of goods, or 
an equal quantity of goods that will have greater utility m the 
future,'/or that more spending yields no more satisfaction 

The most important way m which the economic well-bemg 
of everyone m the community can be improved is by mcreasmg 
the total amount of goods available for human consumption ® 
The only way m which the economic welfare of the mdividual 
can be improved is by an mcrease m the stock or the quality of 
goods which he can command for his own consumption 
Often these two aims are m harmony with each other When- 
ever an mdividual finds that by producing more goods his own 
income will be mcreased, he will be encouraged to make the 
effort, and both he and the community as a whole will benefit 
Unfortunately this is not always the case Robbery and fraud 
are ways of mcreasmg the mcome of an individual without m- 
creasmg the welfare of the community Hence they may be 
condemned on economic as well as on moral grounds There 
are also other ways m which the greatest well-bemg of the m- 
dividual and that of society may diverge For mstance, assume 
that a union of bricklayers has a monopoly of its trade If this 
union should find that it could command a greater mcome by 
laymg only 1,000 bricks a day mstead of 1,400 and should pro- 
ceed to do so. Its own welfare would be mcreased, but that of 
the co mmun ity would suffer Or, assume that a manufacturer 


® Other possible ways might be a decrease m population with the same amount 
o£ goods, or an increase in quality o£ the goods Whether everyone actually gained 
would also depend upon the distribution of the mcreased wealth 
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has a monopoly of a certam product If he finds that ht can 
make a greater total income by producing a small quantity of 
articles, it will be to his own individual interest to do so, and 
his gain will be the community’s loss Fortunately the extent 
to which this IS possible is somewhat limited But the ques- 
tions of monopolies and their consequences will continue to 
occupy a major portion of our attention throughout this book 

Property 

Property is not goods but the right to the possession, use, en- 
joyment, and disposal of goods and services Thus, the right 
which I have to the use of a house, either because I own it or 
because I am renting it, is property So also are the claims 
of debts which I may have agamst someone, and the light to 
ride on a train after I have purchased a ticket 

The student should be careful to distinguish between prop- 
erty and documents in evidence of property For example, my 
right of ownership of a house is propeity, but the deed to the 
house IS merely a document in evidence of my right of owner- 
ship, a legal proof of ownership If the deed should be lost or 
burned, the right of ownership which constitutes my property 
will be unimpaired, provided the deed has been recorded in the 
county clerk’s ofiice, or provided I can bring forward other 
proof that I own the house Similarly, stock certificates, bontls, 
wiitten records of contracts, and railroad tickets aie not prop- 
erty They are documents in evidence that property exists 

Factors of Production 

The factors of production aie land, labor, and capital All 
three of these will be lequired in some proportion in any 
modern productive enterprise It is possible to conceive of 
some exceedingly primitive productive processes being car- 
ried on with land and labor alone, entiiely without capital 
goods Such processes would be hunting or fishing with one’s 
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bare hands, or picking wild berries But as soon as the huntei 
fashions a rude club, as soon as the fisherman makes a hook 
and Ime, and as soon as the berrypicker uses a pail, these pro- 
ducers will be makmg use of capital goods Since any form of 
tool, no matter how crude, is a capital good, we shall be safe 
in statmg that at least these three factors are involved in all 
modern productive enterprises 

hand m the economic sense means all of the natural resources 
used in the process of production These include the powers 
of the soil that are used for agiiculture and forestry, mineral 
resources, water power and the uses of the surface of water for 
navigation, the fish and the minerals of the sea, and, finally, 
the use of land for sites oi locations for productive enterprises 
In other words, land in the economist’s meanmg mcludes all 
origmal non-human sources of energy and raw materials plus 
standmg room 

Labor in the economic sense mcludes all human effort, either 
physical or mental, expended in the process of production 
This definition is much broader than the popular concept of 
the term laboi Thus, not only the work of a carpenter, a 
machmist, and a ditchdigger is labor, but also the work of a 
musician in composmg, of a corner grocer in buying and sell- 
mg, and of a Henry Ford in managing his automobile factory 
Any human effoit which results m an increase of utilities is 
productive labor m the economist’s meanmg. 

Capital may exist in the form either of capital goods or of 
money capital, or both, dependmg on the circumstances of the 
problem we are analyzing and the point of view of our analy- 
sis, as explained below ® 

Capital goods consist of all produced goods used m tlie proc- 


® Consult the article, “On the Meanmg of the Marginal Product,” by Frit? Machlup, 
m Explorations tn Economics (essays m honor of F W Taussig), McGraw Hill Book 
Co , Inc , New York, 1936, pp 250 If , for a discussion of the nature of capital and 
the units in which it is measured 
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ess of production Land and labor are the original means of 
production. All of the tools, machinery, plant and equipment, 
and semifinished goods, m short, all of the material equipment 
used in production is merely the physical embodiment of the 
past services of land and labor These material goods are 
called intermediate goods, or capital goods 

As an aid in production, land itself might be considered as 
one form of capital good, and for many purposes there is no 
significant difference between land and what we have called 
capital goods However, smce there are differences m the con- 
ditions of the supply of land and in the supply of intermediate 
goods, we have chosen to call land a separate factor of produc- 
tion, and we have ruled it out of the category of capital goods 
by the use of the phrase “produced goods” in our definition 

Money capital is the money funds available to an individual 
01 firm for use m gaining command over the services of the 
original means of production The command over these serv- 
ices may be obtained by hiring labor, by renting or purchasing 
land, or by purchase or hire of capital goods m which die past 
services of labor and land are embodied The process of spend- 
ing money capital foi these services that are to be used in pio- 
duction IS called investment (The term investment is also 
used to mean the purchase of income-bearing assets, such as the 
stocks or bonds of different firms But, unless specifically indi- 
cated, we shall not use it in this second meaning) Money 
capital IS available to a firm either through ownership or 
through borrowing 

When money capital is invested in such a way that the value 
represented will be fully recovered by selling the single unit 
of the product on which it is used, it is called circulating cap- 
ital’’ The wages paid to the laborers whose efforts are ex- 

’’In accounting terminology circulating capital is used to designate those invest- 
ments which will be recovered withm a given fiscal period (usually a year) This 
definition is more arbitrary than ours, but it may be more satisfactory to the 
accountant for his own purposes 
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pended directly in making a unit of a product, the money 
spent for the raw material used to make the product, and the 
freight charges to send the good to market would all be ex- 
amples of circuladng capital 

When capital is invested m such a way that only a part of 
Its value will be recovered by sellmg a unit of the product on 
which It IS used, it is called fixed capital The money spent 
for plant and equipment or for upkeep and repairs will be 
forms of fixed capital The full cost of a factory will not be 
recovered in the selling price of one unit of a product which is 
made m that factory But if the busmess succeeds, the price 
of the product will cover the entire cost of the circulatmg cap- 
ital used in makmg each unit, plus a small amount which the 
owners of the business may take to reimburse them for the sum 
originally spent on the factory, or which they may remvest to 
replace the plant equipment as it wears out The value of 
fixed capital is thus recovered m installments by selling a num- 
ber of successive units of the product ® 

Management is really one kmd of labor under the general 
definition given above Because management is a special kmd 
of labor, it is often classed as a separate factor of production 
Management consists largely m the makmg of decisions In 
the first place, the product to be manufactured or the busmess 
to be established must be determined. Then decisions must 
be made as to the proportions m which land, labor, and capital 
will be used and as to the methods by which they will be used. 
The amount of output will have to be decided upon, then the 
best size of plant or establishment to produce that output will 
have to be determined Finally, there will be the labor of 


we are thinking of the capital of a nation, we cannot consider paper money 
as capital, but must confine national capital to capital goods An mdividual can 
obtain more command over the services of the original means of production by 
having more money with which to bid them away from other persons But a 
nation cannot increase the sum total of available services merely by printing more 
paper money 
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supervision to see that these decisions are earned out pioperly 
The functions of management (diat is, the labors of decision 
and supervision) may be performed by the owner oi owners of 
a business, or they may be delegated in pait to hiied manageis 
In actual life, the sei vices of the various factors will not al- 
ways be provided by separate individuals Thus, a farmer may 
be a combination of landowner, laboier, capitalist, and man- 
ager The same thmg may be true of the owner of any small 
business In fact, any two or three of these functions may be 
exercised by the same mdividual But we should keep m mind 
that these are still separate functions, because, as we shall dis- 
cover later, the incomes of these factors are determined differ- 
ently. 


The Marginal Concept 

One of the most important concepts which the reader will 
have to master in ordei to understand economic literature is 
the concept of the margmal unit The matginal unit of any 
factor of production, of any stock of goods, and of any output 
of goods IS the unit whose acquisition or loss (or whose addition 
or subtraction) is under consideration Whether the question 
IS one of addmg or subtracting will usually be apparent from 
the context The marginal unit is not necessarily the last unit, 
although It may appear to be so on a diagram In any stock or 
output of identical goods, or in any group of id»ntical units of 
a factor of pioduction, obviously any unit is a perfect substitute 
for any other unit, and tlms the concept has reference to the 
addition or subtraction of any one unit without rcgaid to which 
particular unit it may happen to be For example, an em- 
ployer who feels that he must lay off one man from a group of 
workmen of exactly similar kind and degree of skill may follow 
the policy of laying off the workman with the fewest depend- 
ents rather than the last one who was hired 

On the other hand, when we are considering firms in an 
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industry or farms in agriculture, the marginal firm or farm is 
the highest-cost firm or farm In other words, it is the firm or 
farm which is just managing to stay m business and will be the 
first to leave the competition if the price of the product falls 
With this set of definitions thoroughly m mind, we can begin 
our exposition of economic activity These definitions will be 
further explained, and other concepts will be defined as we 
proceed 



CHAPTER V 


Utility and Value 

Note Chapter VII presents an alternative approach, based on indifference 
curves, to the material m Chapters V and VI Whichever approach is 
selected, it should be mastered thoroughly before any attention is paid 
to die other After this study, the alternative approach may be used as 
collateral reading for comparison 

TYTE HAVE already defined utility as the quality or ca- 
pacity of a good which enables it to satisfy a human 
want. A moment’s reflection will convince the reader that his 
wants for different kinds of goods are of different mtensity, 
and that consequently the goods which satisfy those wants will 
possess different degrees of utility for him If you were given 
your choice of going without food for a week or not going to 
the movies for a week, even the best of shows would not be 
likely to induce you to give up eatmg The utility of food is 
greater to you than that of movies On the other hand, if your 
board bill has been paid for the coming month and you have 
just finished your dinner, the choice between eating another 
meal immediately and going to see your favorite scieen star 
would probably be settled in favor of the latter Obviously, 
under these circumstances the utility of a smgle movie is greater 
than that of a single meal How can we explain this apparent 
contradiction ? 

Law of Dtmintshtng Marginal Utility 

The answer lies m the law of diminishing marginal utility 
which we shall now develop and explain Given a large enough 
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quantity of any one good, our wants for that particular good 
will be completely satisfied, so that we desire no more of the 
article Furthermore, after the first unit, each succeeding unit 
of a good acquired or consumed will yield us less satisfaction 
than the preceding unit ^ A few examples will make this clear 

Let us assume that you are extremely fond of fresh straw- 
berry sundaes, and that someone offers to buy you all you can 
eat at one sitting The first one would taste delicious, the 
second one would give less satisfaction, the third still less, and 
so on until eventually you would reach a point where eatmg 
one more sundae would no longer give any satisfaction In 
other words, the utility of each successive sundae has been 
diminishing with each one consumed until you have reached 
the pomt of zero utility Even though your friend is stdl will- 
ing to buy more sundaes for you, you will not care to eat them 
If he should now ofier to give you a dollar for each additional 
one that you eat, you might try it for a while But each sundae 
now would give you increasmg discomfort and dissatisfaction 
(disutility') and you would soon reach a pomt where the dis- 
utility of eating another sundae was so great that a dollar would 
no longer compensate for it, and you would stop completely ^ 

In the preceding illustration, we have assumed that consump- 
tion occurs durmg one short period of time However, the 
law of diminishing margmal utility applies also to the posses- 
sion of a stock of goods of one kind which may be used at the 
pleasure of the owner Let us assume that the commodity is 
suits of clothes One suit of clothes will possess a high degree 
of utility for me, smee it will protect me from the elements, 

^ The proof of this statement may be found m the fact that if margmal utility 
did not decrease with an increase m quantity, once one started to buy a commodity, 
he would never buy anything else 

^ This illustration is somewhat more vivid than it is exact If you were offered 
10 or 12 sundaes, all at the same time, any one of them would not have much 
marginal utility regardless of whether you chose to down it first or last See also 
Knight, Frank H , 'Ris\, XJncertamty and Profit, Houghton MifHm Co , Boston, 1931, 
Ch 3 
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will keep me from being arrested for indecent exposure, and 
will save me from the ridicule I would encounter from my 
friends should I go naked A second suit will not be quite so 
important, but its utility will still be high because it will save 
me from having to go to bed while the other is at the cleaners 
A tliird suit would piovide an agreeable vaiiety, and should I 
desire to dress differently for different occasions, additional 
suits would possess a high though diminishing degiee of utility 
for me The reader may here properly object that different 
kinds of suits aie different commodities, although they are 
good substitutes for each other I would be forced to agree 
If our example is confined to the addition to our stock of moie 
' suits of the same cloth and cut as the first, the utility of each 
, added suit would decline much more rapidly However, if 
we agree that a person acquiring a wardrobe at the rate of one 
suit at a time will buy first those suits which have the most 
important uses foi him, it is perfectly proper to speak of the 
diminishing marginal utility of suits in general as well as of a 
particular kind of suit 

The Marginal Unit 

The reader will notice that we have been careful to speak of 
dimmishmg mat ginal utility By the marginal unit we mean 
any unit in a. stoc\ of goods which is used for the purpose of 
least utility If the goods are identical m kind, the maiginal 
unit will be the unit the acquisition or loss of which is under 
consideration in a given period of time In any stock of goods, 
the maigmal unit will be the one which the owner wiU part 
with most readily if he is forced by circumstances to give up 
something (for instance, if his salary is cut, he will give up the 
purchase of those units of goods whifh were marginal to him 
at his old salaiy level) In a stock of goods of identically the 


Note thit marginal utility may be negative, as, for example, when we have 
so much of a commodity that we desire the storage spice foi something else 
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same kind, any unit of the stock will be a perfect substitute for 
any other unit Therefore, it is possible for us to say that in 
a stock of identical goods, any unit of the stock may be the 
marginal unit, and the utility of such a unit is the marginal 
utility of the stock of goods This is true since, if we were 
forced to give up one unit in a stock of identical goods, we 
would abstam from using the good in that use in which it 
yielded us the least satisfaction Thus, we might use salt for 
seasoning our food, for makmg pickles, or to scatter on our icy 
sidewalk So long as we have enough salt for all three pur- 
poses, the marginal utility of salt to us will be only the utility 
of a pound of salt in its least important use, that is, for scatter- 
, ing on the sidewalk. If our stock of salt were not enough for 
sidewalks, without sacrificmg some of that devoted to other 
uses, we would give up scattering it on our walks If our stock 
of salt were still less, we would give up makmg pickles, and 
the marginal utility of salt would then be the high utility of a 
pound of It used for seasoning our food So long as all pounds 
of salt are the same, no particular pound will have any more 
utility for us than any other pound It is the amount which 
we possess that will determine the uses to which an article will 
be put, the marginal utility of the good will be the utility of a 
unit of It in Its least important use As our stock of the good 
increases and successive units of it satisfy less and less impor- 
tant wants, the marginal utility of the good dimmishes. 

Total Utility 

We must be careful to distinguish between marginal utility 
and total utility The total utility of a stock of a good is the 
sum of the utilities of the various units considered as if the units 
were added to the stoc\ one at a time Thus, if we had three 
suits of clothes, their total utility would be the high utility of 
one suit if we possessed it alone, plus the utility of the second 
suit if we possessed only two, plus the utility of the third suit 
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when we have three It may be seen that, although marginal 
utility IS always decreasmg as a unit is added to the stock, total 
utility will increase at a decreasing rate until the point of zero 
marginal utility is reached ^ That is, we are addmg to tlie total 
utility as we add the utility of each successive unit, but we are 
addmg a smallei amount of utility each time 
We have now found the answer to the riddle of the first 
paragraph of this chapter The total utility of food for a week 
would be greater than the total utility of movies for a week, 
in the first mstance In our second supposition, with meals 
for a month provided for, the margmal utility of a first movie 
IS greater than that of a second immediate meal A similar 
process of thought will enable us to explain why air, although 
necessary to sustam life, is a free good, while diamonds, al- 
though they satisfy nothing but vanity, are an expensive 
economic good The total utility of air is infinite If any 
monopolist could obtain complete control of all the supply and 
dole It out a little at a time, we would pay almost any price he 
asked rather than go without Fortunately for us, this is im- 
possible and, since each of us has absolutely all the air he wants, 
the marginal utility of air to everyone is zero With diamonds, 
on the other hand, although their total utility is much less than 
that of air, bread, milk, or any one of a number of other goods, 
they are so scarce (both naturally, and artificially through con- 
trol of a new supply by a syndicate) that their margmal utility 
IS extremely high for those people who desire to possess them 
for their beauty or Tor their ostentatious use The tradition of 
requiring diamonds m engagement rmgs has given them great 
margmal utility to women (being able to show the diamond 
saves them from feelmg inferior), and in consequence many a 
strugglmg young clerk has given for a small diamond chip 


^The mathematically mmded reader may understand tbs better by recognizing 
that total utility is the integral o£ marginal utility 
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the fifty dollars he desperately needed to help set up a house- 
hold 


Measurement of Utility 

Unfortunately, there is no scale or standard by wjhich we can 
measure utility ° That is, utility cannot be measured m mches, 
pounds, gallons, cr any other concrete standard with which we 
are familiar The utility of a good, or of any unit of a good, 
can be measured only m terms of the degree of intensity of the 
want which the good is capable of satisfymg Smee the want 
exists only m the nund of ea«h mdividual and the want for the 
same good will differ m ■©itensity from one mdividual to an- 
other, It IS probably impossible to set up any standard unit m 
which utility can be measured We can, of course, compare 
the utility of one good with that of another m our own minds 
For instance, I can say that one melon will give me as much 
satisfaction as ten pears, but this will not indicate the utility 
of either m any absolute sense The ratio of ten to one may 
hold either because of the high utility of melons to me or be- 
cause of the low utility of pears, or because both are low m 
utility but pears are lower than melons But we know from 
experience and observation that there is a law of diminishmg 
marginal utility, although margmal utility decreases at dif- 
ferent rates for different persons and for different goods 

A diagram may help to illustrate this law, even though the 
scale of utility units on such a diagram will have to be imagi- 
nary In both figures of Diagram 1 the vertical distances meas- 
ured along the OY axes mdicate the amount of utility as shown 
by our imaginary scale The distance along the horizontal 
or OX axes shows the number of units of the good that are 
possessed or consumed. The height of the rectangles in Fig- 
ure 1 shows the utility of each successive unit It will be 


was precisely this dilBculty which led to the indifference curve analysis given 
in Chapter VII 
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noticed that there is no top to the first rectangle This is be- 
cause in the case of a good capable of sustaining human life 
the utility of a first unit of it may be infinite “ 

The heights of the second, third, and fourth rectangles and 
of successive rectangles decrease, indicating die diminishing 
utility of each successive unit added to the stock In the figure 
the utility of the seventh unit would be zero The possession 
or consumption of more units of this good would then begin 
to yield dissatisfaction oi disutility, as is shown by the position 
of the rectangles from here on below the zero (OX) line At 
any point where possession or consumption ceases, the utility 
of the last unit is the marginal utility of the stock Thus, 
if our diagram illustrates the consumption of strawberry sun- 
daes m the example five pages back, when we have eaten 
four sundaes the marginal utility of sundaes will be the utility 
of the fourth one, shown by the height of die fourth rectangle 
in the diagram The marginal utility of sundaes if we were 

r Y 




Diagram 1 — Dimimshing Marginal Utility 


^ This IS on the assumption that there art no even i emote substitutes for the 
good Where substitutes exist, we would close the top of the nctangk and join 
the curve to the Y axis, although piobably at a point higher tbm any shown m 
the limits of the diagram 
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to consume a fifth one is shown by the lesser height of the 
fifth rectangle, and so on 

Total utility is shown in Figuie 1 by the total area enclosed 
in the number of rectangles up to whatever point possession or 
consumption stops Thus the total utility of sundaes when 
three are consumed is the utility of the first, plus the utility of 
the second, plus the utility of the third It will be seen that 
although marginal utility is decreasing with the consumption 
of each successive sundae, total utility increases to the pomt 
where zero marginal utility is reached At the pomt of zero 
marginal utility, total utility is at a maximum Further con- 
sumption beyond this pomt would necessitate the subtrac- 
tion of the disutilities of more units from the sum total of 
utility 

If we choose small enough units of the good, the rectangles 
lepresenting utility will be narrowed until they are vertical 
straight lines (for example, if, mstead of the consumption of 
successive whole sundaes, we consider the consumption of suc- 
cessive spoonfuls) The tops of these lines may then be jomed 
to form the curve UU as shown in Figure 2 This curve is 
known as the curve of diminishing marginal utility The 
same principles apply to this curve as to the rectangles in 
Figure 1 Thus, when OA units of the good are consumed, 
marginal utility is represented by the height of the Ime AC, 
and total utility is represented by the area bounded by the Imes 
OA, AC, OY, respectively, and that part of the curve UU which 
lies above the point C When AB units of the good are con- 
sumed, marginal utility is represented by the height of the line 
BD, and so on 

Certain goods satisfy only one kind of want or desire With 
this class of goods dimmishing marginal utility is governed, 
as we have seen, by the extent to which the want becomes 
satiated with the possession or consumption of successive units 
of the good 
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Utility of a Good with Several Uses 

Other kinds of goods are capable of two or more uses 
These goods, if our stock of them is limited, will be put to their 
most important use first (the use in which their utility is great- 
est) However, with the application of successive units of the 
good in Its most important use, marginal utility will declme 
m that use, just as it does when there is only one use for the 
good When marginal utility in the first use declines to the 
pomt where it is just equal to the utility of a first unit applied 
to another use, we will start usmg any further supply for the 
satisfaction of the second want as well as the first Let us sup- 
pose that our stock of the good increases still further. When 
the marginal utilities of the good m its first and second uses 
have both declined to the point where they just equal the 
utility of a first application of the good to its third use, we will 
start using the good for its third purpose also If we now 
think of the marginal utility of the good in general, as applied 
to all Its uses, we will see that if a good has several uses, mar- 
gmal utility will declme less rapidly than if the good has only 
one use This principle may be more easily visualized if we 
think of a particular example Let us consider a pioneer farmer 
with a limited stock of wheat and no possibility of buying 
more His most important use for wheat will be as food for 
this year The second use will be as seed for a crop next year 
The third use might be to feed chickens Obviously he will 
not starve to death m order to save seed wheat But if he has 
any more wheat than enough to keep him alive, he will try to 
save some for seed to provide for next year, rather than cat all 
he possibly could With a still greater stock, he will start 
feeding some to the chickens, rather than eat and plant the 
whole stock. 

We are now prepared to draw a diagram to illustrate this 
principle In each of the four figures of Diagram 2 the scale 
on the vertical or OY axis represents utility (measured in our 
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imaginary units) The distances on the horizontal or OX axis 
in each figure represent quantity or number of units of the 
good, for example, bushels of wheat 

MU IS the curve of dimmishmg marginal utility of the good 
in Its first use 

M'U' IS the curve of dimmishing margmal utility of the good 
m Its second use 

M"U" IS the curve of dimmishmg margmal utility of the 
good in Its third use 

M"'U"' IS the curve of dimmishmg margmal utility of the 
good m all three uses combmed It is found by addmg the 
other three curves together 

Equal height of pomts on the three curves represents pomts 
of equal marginal utility m the three uses 

With any amount of the good less than OA (Figure 1) it 


Y y Y 



Fig 1 — First Use Fig 2 — Second Use Fig 3 — ^Third Use 



Diagram 2 — Margmal Utility of a Good with Three Uses 
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will pay us to use the entire stock £oi use one because the mar- 
ginal utility of OA units in use one is A'A, which equals 30, 
and no utility in the other uses is greatei than 30 
The utility of the first unit used for the second purpose is 30, 
thus, from here on it will pay us to use the good for the second 
use as well as the first, if our stock is greater than OA 
Assume that the new stock increases to the amount OB (Fig- 
me 1), the new amount AB is equal to OD (Figuie 2) The 
utility of the last unit in stock OB is B'B, or 20 (Figuie 1) 
The utility of the last unit in stock OD is D'D, which is greater 
than 20 (Figure 2) Therefore, it would give greater utility 
to devote some of the mcrease AB to the second purpose lathei 
than to use it all for the fiist want 
By a similar proof it can be shown that any amount greatei 
than OC plus OF (Figures 1 and 2) should have part of the 
increase devoted to the third use to secure gieatest utility 
It will be noticed that the extreme tops of the curves MU 
(Figuie 1) and M"'U"' (Figure 4) do not touch their respec- 
tive Oy axes at any pomt This is because, with any good 
that IS a necessity of life, a very small quantity would have 
infinite marginal utility Thus we may think of the curves 
as being extended upward indefinitely We aie concerned 
here only with that portion of the curves which we can meas- 
ure 

This same type of analysis could well be applied to money ’’ 
Since money may be exchanged for other commodities, the 
utility of the various goods which we may buy icpresents the 
utility of money in difierent uses Here, however, we have 
not three but a multitude of uses Nevertheless, the same 
principles still apply The individual who is trying to obtain 
the greatest amount of satisfaction for his money will not spend 

^ Where money, or any other good, is desired simplv ts t collectors item, or 
for the sake of personal aggranduement, the marginal utility may increase fot 
a whila 
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all of It on one product, but will try to obtain equal marginal 
utility for the last dollars spent upon various products The 
student with five dollars of his monthly allowance left may 
spend two dollars for two neckties, two dollars for a shirt, and 
the remaining dollar for tickets to the movies If you ask him 
why he did not buy five neckties instead, he might reply, “I 
would have liked to, but I could not afford them ” Econom- 
ically speakmg, what he really means is that more neckties 
would still have some utility for him, but that the utility of the 
shirt and the movies was still greater, therefore, he divided his 
expenditures in the way which he thought would yield him 
the greatest amount of total satisfaction 

Marginal Utility and Apportionment of Expenditures 

If the margmal utility doctrme is accepted, then the assump- 
tion of economically rational conduct on the part of the in- 
dividual requires that he so apportion his expenditures that the 
marginal utility of all goods bought will be m proportion to 
their prices Thus, if top hats are $10 00, neckties $1 00, and 
a pair of shoes $5 00, I will not buy a topper unless I consider 
that Its utility for me would be equal at least to that of ten more 
neckties, or that of two more pairs of shoes '^his relationship 
may be expressed by a simple equation, where MU represents 
marginal utility 

Price of A Price of B Price of C Price of « 

MU of A MU of B MU of C MU of n 

This equation will have as many terms as there are different 
goods whose purchase I am considering 
If this equation were followed exactly, then an mcrease in 
price of any one good would occasion a decrease m the pure, 
chase of that particular good and an increase in the purchase 
of other goods, until the proportions were again equal Even 
if a pel son figured as exactly as this equation assumes, there 
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are some reasons why exact proportions might not be capable 
of achievement Ceitain durable consumers’ goods are so high 
priced that an exact proportion of marginal utility to price for 
one good equal to the proportions for other goods may be 
difficult to achieve This might apply to automobiles, le- 
frigerators, electric stoves, and similar high-priced articles 
Part of this difficulty may be overcome by installment plan 
buying, which, although it increases the actual price of the 
article (see chapter on “Interest”), may make the apparent 
burden of price less for those who do not stop to figure total 
cost accurately Perhaps more important is the practice of 
drivmg a car a greater number of years to make the average 
cost of depreciation lower, or of purchasing a second-hand, 
rather than a new car in the first place 

A most important qualification is that such an equation be 
applicable only as long as the mdividual’s tastes (relative mar- 
gmal utilities) remain unchanged Thus both prices and tastes 
must remam unchanged over a reasonable period of time for 
the individual to achieve that division of his expenditures which 
will yield him the maximum satisfaction from his purchases 
In actual practice only a rough approximation is attained 

Value 

After our inquiry into the nature of utility, we are now pre- 
pared to use the concept of utility as a tool to help explain the 
value and price of the goods we buy The value of any good 
IS Its power to command other goods in peaceful and voluntary 
TxcTwh^ Tlius, if I have a golf club which I am willing to 
trade for a dozen golf balls, and if you have a dozen golf balls 
that you would be willmg to give me for tlie club, the value 
of the club may be said to be one dozen golf balls, or the value 
of the balls may be said to be one club To measure accurately 
the value of any article, we should have to discover how much 
It would exchange for in. terms of every kmd of good in exist- 
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ence To do this completely would be a fantastically difficult 
task However, whenever exchange is carried on by barter, it 
IS necessary to make at least a start on this problem m order to 
make the best possible trade For example, I might have a 
horse which I wanted to trade for sheep Someone olfers me 
two sheep for the horse But I find that I can trade the horse 
for a cow and that I can trade the cow for three sheep Further 
effort might disclose a still better kind of trade It may have 
been this kind of difficulty, among others, that mduced people 
to give up barter systems and start usmg money as a medium 
of exchange and measure of values 

Value and Price 

The price of anything is its value measured in terms of a 
standard monetary unit the United States the standard 
monetary unit is the dollar Price gives us a great convenience 
m measuring values At any particular mstant of time we can 
say that the values of different goods are proportional to their 
prices Thus, if a bushel of apples and a bushel of pears each, 
sells for one dollar, we can say that they are equal in value ' 
If a bushel of peaches sells for two dollars, we can say that its 
value IS twice that of either apples or pears, and so on 

Yet this method of comparing the prices of various articles 
will give us their relative values only so long as all prices re- 
main unchanged If the price of one article alone should rise, 
while other prices remain the same, we could say that that 
article had mcreased m value in teims of other goods, or that 
all other goods had declined m value in terms of that article 
When all prices, or a great number of them, are changmg from 
one time to another, we cannot say whether an increase m the 
price of any one good represents an increase, a decline, or no 
change in its value unless we know what has happened to all 
other prices To illustrate this simply, let us assume that there 
are only three commodities m existence motor oil, butter, and 
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eggs, and that the following table represents changes in their 
prices 



1936 

Assumed Pi ices 


Prices 

Altci Inflation 

Motor oil 

25c qt 

|2 00 qt 

Buttei 

25c lb 

1 001b 

Eggs 

25c dz 

50 clz 


All three prices have gone up The value of motor oil has 
risen It will now exchange for twice as much butter and four 
times as many eggs as in 1936 

Butter has declined in its value in terms of motor oil, but 
has risen m value m terms of eggs In terms of both togethei. 
It has not changed m value One pound of butter will now 
buy half as much motor oil and twice as many eggs as before. 

In spite of havmg risen in price, eggs have declined in value 
in terms of both butter and motor oil One dozen eggs m the 
period after inflation will buy only half ,as much butter and 
only one quarter as much motor oil as it did in 1936 

We shall have more to say later about tlie general level of 
prices However, this simple example should save us from 
confusing value and price The changing price of an aiticle, 
taken by itself, is not a good index of changing value in difEerent 
times nor in different places If wages (the price of labor) are 
higher in New York than in Chicago, we cannot say whether 
the value of labor is greater in New York unless we know the 
prices of all other commodities m both cities In the discussion 
which follows m the next few chapteis we shall assume, unless 
It IS specifically stated otheiwise, that the price of all goods 
other than the one we aie examining remains unchanged In 
this way we can properly consider changes in price of a par- 
ticular article as being representative of changes in its value 

Use Value 

Certain of the earlier economists were fond of attempting to 
distinguish between value in use and value in exchange In 
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doing this they drew so frequently upon the experiences of 
Robinson Crusoe that the term “Robinson Crusoe Economists” 
sprang up as a term of derision for them The weakness of 
their arguments, such as it was, is to be found in the fact that 
marginal utility varies from one mdividual to another and also 
varies for the same mdividual m different circumstances 
Thus, if Crusoe, mstead of findmg himself upon a desert island, 
had been set down m the middle of London in a ramstorm, a 
ride m a hansom cab would have had far more utility than 
the nails and ship’s timbers which he valued so highly on the 
island 

Most of our economic activity is centered m highly developed 
economic systems where exchange is freely practiced It is 
dangerous to consider the economic conduct of a group simply 
as a multiplication of the economic actions of an mdividual in 
isolation The fact that the mdividual is m a group will alter 
both his economic motives and his fieedom to exercise them 
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Demands for Goods 

TF WE WISH to explain the price of any article, there are 
two questions which must be fully answered First, why 
are people willing to pay the price which they do pay for it? 
Second, why do they have to pay what they do in order to 
obtam the article ? When we have found the full answers to 
these two questions, we shall have explained the law of supply 
and demand 


Demand and Marginal Utility 

If the total existing amount of a good is extremely small, 
the whole supply of it may be sold to those individuals who 
have both the greatest estimate^ of the margmal utility of the 
good and the greatest mcomes, that is, to those people who 
would pay the highest prices rather dian do without the good 
If the amount m existence is greater, in order to dispose of it 
all either more units of it must be sold to the same people (in 
which case its marginal utility to them would be lower), or 
some of It must be sold to other people who have eithei lower 
mcomes or lower estimates of the utility of a first unit of the 
good In either event the price would hava to be lower m 
order to mduce the buyers to take the whole amount oflered 
for sale The question of what determines the amount which 
will be offered for sale will be reserved for the chapter on sup- 
ply At present we are concerned with the demand side of 
the market 
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Demand Defined 

The demand for a good ts a schedule of the amounts that 
buyers would be willing to pm chase at all possible prices at 
any one instant of time ^ A thorough understanding of this 
definition will save the reader from many logical errors Thus, 
by tins definition, the only circumstances under which we can 
say that the demand for a good has increased are (1) if people 
will buy more of the good at the same price, or (2) if they will 
pay a higher price foi the same quantity If people’s tastes and 
incomes have not changed, the mere fact that they would buy 
more of the good at a lower price is not a change m demand 
It is merely an increase in amount purchased in response to a 
lower price m the same demand schedule If the conditions 
of demand remain the same, the only reason for a lower price 
would be an mciease in the amount of which sellers were try- 
ing to dispose To call the greater amount purchased at the 
lower price an mcrease in demand, under such conditions, 
would confuse the issue What has really caused the lower 
price IS an increase in the supply, which must be sold under 
the same demand conditions 

Demand Schedules and Demand Curves 

The nature of demand will be more clearly understood if we 
attempt to construct a demand schedule for some product 
Let us consider a list of the number of shirts I would be willmg 
to buy at various prices This schedule would depend upon 
both the marginal utility of shirts to me and the margmal 
utility of other ways in which I might spend the same sum 
of money My schedule follows 


^ Demand may also be considered as a iate of amounts that would be purchased 
during a given time period, such as a week, a month, or a year The longer the 
period chosen, however, the greater the danger that the conditions of demand have 
changed, and that our observations represent not one demand curve but an average 
of the results of a perhaps unknown number of different demand curves 
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Price ot Number that 

Shirts I Would Buy 


$3 50 1 

3 00 2 

2 50 3 

2 00 4 

1 50 5 

1 00 7 


Now, if we could see into the minds of everyone, we might con- 
struct a demand schedule for shirts for the whole community 
Some people with higher incomes or higher estimates of the 
margmal utility of shirts would be willing (if necessary) to 
pay much higher prices for one or two shirts lather than go 
without them Others with lower incomes or with lower esti- 
mates of the margmal utility of shirts would not be willing to 
pay so much as I would If the reader will attempt to draw 
up his own demand schedule of the amounts that he would 
buy at various prices, he will probably find them considerably 
different from mine Now let us assume that we are mind 
readers so that we can find out the demand schedule for shirts 
of each person By adding together the number of shirts that 
each person m a given city would buy at each price, we could 
construct a market demand schedule for shirts within that city 
It might appear thus 


Pnce of 

Number that 

Shirts 

Would Be Purchased 

$10 00 

200 

9 00 

300 

8 00 

400 

7 00 

600 

6 00 

800 

5 00 

1,200 

4 00 

1,600 

3 00 

2,400 

2 00 

4,800 

1 00 

5,600 


We can plot these figures on a diagram to give us a demand 
curve (Diagram 1) 

It should be noted that, except for one point on the demand 
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curve, all of the curve is imaginary If the price does happen 
to be f2 00 and we notice that 4,800 shirts are actually sold, 
this will be one real point on the true demand curve for the 
product How many more would be taken at a price of |1 00 
or how many less would be bought at a price of $3 00 we have 
no way of knowing exactly, unless sellers should change their 
prices to those figures while conditions of demand remain 
the same Certam economists have attempted to draw so-called 
statistical demand curves for certain products from amounts 
sold at prevailing prices in successive periods of time In order 
to do this, they have to assume that conditions of demand have 
remamed unchanged and that the only factor causing the 
changed price is the change m supply Obviously this will 
seldom be the case, because from one time to another, while 


F 



Diagram 1 — ^An Assumed Demand Curve 

the price of one product is changmg, the prices of other goods 
may be changmg, people’s incomes may be changmg, and even 
their tastes may be changmg Any of these factors would 
affect then demand for the product However, even though 
they are inaccurate, these studies are probably closer approxi- 
mations to the unknown points on the tiue demand curve than 
we could obtam by mere guessmg 
NoWj although we can know for a certainty only one point 
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on the demand curve, we can safely say that, under the same 
conditions, a smaller quantity of the article would be purchased 
at any price higher than that which now prevails m the market 
This follows from the law of diminishing marginal utility and 
from the fact that people have different incomes If the price 
IS higher, the product can be sold only to those people whose 
estimates of its utility are high enough, or whose incomes are 
great enough, so that the utility of the last units which they buy 
will be great enough to offset their reluctance to spend money 
for this particular article rather than for other goods A lower 
price than the one which prevails in the market would tend to 
offset the influence of diminishmg marginal utility in the minds 
of the present buyers, and would thus act as an mducement for 
them to buy more The lower price would also tend to influ- 
ence those people with lower mcomes to buy the product who 
felt that they “could not afford it” at the higher price These 
are not mere theoretical presumptions, they have been con- 
firmed by the experience of thousands of dealers m their price 
policies 


First Law of Purchase 

The above analysis enables us to state our first law of pur- 
chase, which IS Under the same conditions of demand, the 
amount of a commodity which will be purchased tends to vary 
inversely with its price However, we must not lose sight of 
the assumptions we are making when we say “under the same 
conditions of demand” -assume (1) that people’s in- 
comes remain the same, (2) that their tastes remain the same, 
'(3) that the prices of other goods remam the same; (4) that 
no new substitute for the product is discovered, (5) that people 
do not believe that this one change in price is a prelude to 
further changes, (6) that the product is not one which de- 
pends upon Its high price for “prestige value” (for example, if 
diamonds were to sell for 10c a carat, the rich people might 
consider it “vulgar” to wear them and the poor, who ape the 



DEMANDS FOR GOODS 


77 


rich, might not buy them either) This last point, however, 
IS perhaps already covered by our assumption of no change m 
tastes 

A change m any one of the six conditions mentioned above 
IS a change m the conditions of demand and will give rise to 
a new demand curve Our first law of purchase will then 
apply to the new curve for so long, and for so long only, as 
conditions of demand do not change agam It may help us to 
illustrate this prmciple by a diagram 

Let us assume the commodity to be butter The solid curve 
DD represents the present demand The pomt P is the only 



m the United States 


Diagram 2— Changes in Demand 

point we actually know (we find that 35 million pounds are 
actually bought at 32c). 

If the price should drop to 15c while all other conditions 
remam the same (and if our demand curve is accurate), 55 
million pounds would be sold The change, from point P 
to pomt F , does not represent a change m demand, but a 
change m amount purchased m response to a lower price 



78 


DEMANDS FOR GOODS 


Now let us suppose that, with everything else unchanged, 
the price of bread should drop fiom 10c to 5c a loaf Some 
people will buy more bread and want more butter to put on 
It Those who do not buy more bread will have more money 
to buy butter for the bread that they do use The new demand 
curve for butter might be represented by the dotted line D'D' 
It will be noticed that at the same price a greater amount of 
butter will be purchased (the increase is from AP to AM ) , or 
for the same quantity a greater price would be paid (the in- 
crease IS from RP to RN) 

Now let US assume that, mstead of the price of bread declin- 
ing, a new good cheap substitute for butter is discovered The 
new demand curve for butter might be lepresented by the dot- 
ted line D"D". It will now be seen that demand has de- 
creased At the same price a smallei quantity would be 
bought, or the same quantity could be sold only at a lower 
price V 

^ Elasticity of Demand " 

We must now analyze demand a little further A little re- 
flection will convmce the reader that even though his tastes 
and his income should remain unchanged, the amount by 
which he will vary his purchases in response to changing prices 
will differ with different articles For instance, m my own 
case, I now buy both a morning and an evening newspaper at 
3c each If the price of newspapers should rise to 5c (a 66 pci 
cent inciease), I would veiy likely give up tlie evening paper 
rather than cut my consumption of cigarettes by one package 
a week On the other hand, if the price of cigarettes should 
increase from 15c to 25c (also a 66 per cent inciease), I would 
very likely give up the evening paper, an occasional trip to 
the movies, and whatever other petty economies were neces- 

2 To confoim with our definition of demand, it nnglit be better to call this 
Llasticity of Pmchast 
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sary in order to be able to smoke the same number of ciga- 
rettes The economist would say that my demand for news- 
papers was more elastic than my demand for cigarettes, or that 
my demand for cigarettes was very inelastic as compared to my 
demand for newspapers 

The elasticity of demand is a measure of the relative change 
m amount purchased in response to a relative change in price 
on a given demand curve ® 

Perfectly melastic demand means that there would be no 
change in amount purchased in response to any change in 
price This would be represented graphically by a vertical 
straight-lme demand curve To express this in other words, 
we can say that the elasticity of demand is equal to zero, in- 
dicating that there would be no change in number of units 
purchased regaidless of the change m price 
Perfectly elastic demand means that an mfinite amount 
would be purchased at the same price This is represented 
graphically by a horizontal straight-line demand curve Elas- 
ticity of demand equal to infinity and infinitely elastic demand 
are synonymous expressions for perfectly elastic demand 
For some purposes it is more convenient to thmk of elasticity 
in terms of total amount spent for a product (that is, the price 
per unit multiplied by the number of units purchased) In 
these terms, if the total amount spent for a product remams the 
same after a change in price, elasticity of demand is unity. 
Unity of elastic demand is the dividing Ime between elastic 
demand and melastic demand 

If the total amount spent increases with a decline in price, 
(or decreases with a rise in price), elasticity of demand is 
greater tiian unity, the demand is elastic 
If the total amount spent decreases with a decline m price 


2 See Robinson, Joan, Bconomics of Imperfect Competition, Cli II, The Macmillan 
Co , London, 1934, for a more fliorough treatment of the geometry of elastiaty 
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(or increases with a nse in price), the elasticity of demand is 
less than unity, the demand is inelastic 

Diagrammatically, elasticity may be measured by changes in 
the area of a rectangle created by drawmg perpendiculais from 
any point on a demand curve to the X and Y axes The area 
of such a rectangle will represent total amount spent for the 
product 

In Figure 1 of Diagram 3 it can readily be seen that the elas- 
ticity of demand at the price pomt P is greater than unity 
With a small decline in price, the area RBOD is greater than 
the area PAOC In other words, with a small decline m price 
the total amount spent on the product has increased 


Y Y Y 



Fig 1 — ^Elasticity Fig 2 — Elasticity Fig 3 * — ^Elasticity 

Greater than Unity Equal to Unity Less than Unity 


Diagram 3 — Elasticity of Demand 

In a similar manner it can be shown that the elasticity of 
demand at price pomt P' (Figure 2) is equal to unity for the 
same absolute decline m price. At price point P" (Figure 3) 
die elasticity of demand is less than unity 
^ Note that all three price points, P, P' , and P" , lie on identi- 
cally shaped demand curves The reader should recognize 
j that It is not proper to speak of the elasticity of an entire de- 
mand curve unless the curve happens to be of uniform elasticity 
1 throughout its length We may speak of the elasticity at price 
pomts on a curve, or of parts of the curve. 

Ordinarily, however, when We speak of the elasticity of de- 
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mand for a product, we are thinking of what change in the 
amount purchased would be occasioned by a small change 
from the existmg market price Thus we say briefly, if some- 
times maccurately, that the demand is elastic or that it is m- 
elastic 

The elasticity of demand is a concept which is extremely 
important in helping us to explain prices, we shall make re- 
peated use of It throughout the text 

Elasticity tends to be high when 

1 Substitutes are good and numerous 

2 Prices are relatively high 

3 There are many uses or users 

Elasticity tends to be low when 

1 The commodity is pmtly demanded 

, 2 Quantities are relatively large and prices are low 

3 The good is almost a necessity — ^no good close substitutes 
are available. 



CHAPTER VII 


Demand Explained by Indifference Curves" 

Idote This chapter is intended as an alternative to the approach in 
the chaptcis on Utility and Value and Dcminds for Goods ’ Both 
approaches may be used, but the author is of the impression th it the ma- 
teiial will be giasped more readily, paiticularly by the beginning student, 
if attention is confined to one or the other 


Defects of Utihty Analysis 

T TNTIL quite recently, most economists have based their 
explanation of demand upon the concept of utility 
Utility IS defined as the quality or capacity of a good which 
enables it to satisfy a human want Since utility is only an 
idea which is supposed to exist in the mind of an mdividual, 
It has so far proved to be mcapable of measuiement, and there 
IS little chance that any scheme of measuring it will be devised 
in the future. This difl&culty has led many people into logical 
pitfalls and has forced others who were more careful into 
awkward statements in ordei to avoid the pitfalls ^ 

Any one of us can say to himself, however “I would just as 
soon have one more shirt as four more pairs of socks”, or, “I 
think I could enjoy one football game as much as I would enjoy 
five movies ” This is equivalent to saymg “The utility of one 
more shirt for me is equal to the utihty of four more pans of 
socks”, or, “The utility foi me of one football game is equal 

^ This entire chapter is based primarily on Hicks, J R , Value and Capital, Oxford 
University Press, 1939, on Plicks J R , and Alien, R G D , *‘A Reconsidf ration of the 
Theory o£ Value,’ Economtea, 1934, and on Allen, ROD, MathemaUtal Analysts 
for Economists, The Macmillan Co , London, 1938 
^ See also Robinson, Joan, Economics of Impel feet Competition, Ch III, pp 211- 
215, The Macmillan Co, London, 1934 
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to that of five movies ” This is not at all the same thmg, how- 
ever, as saymg, “The utility of a shirt is four times that of a 
pair of socks ” The latter is an impossible statement A little 
reflection will convince the reader that he cannot say to him- 
self that he desires one article exactly two or three or four times 
as much as another 


A Scale of Preferences 

Each of us, nevertheless, can have and probably does have a 
scale of preferences among different goods We can convince 
ourselves of the existence of such a scale of preferences in 
several ways by attempting to decide how much we would 
decrease our consumption of various goods if our income were 
decreased by a certain amount, by attempting to decide how 
much we would increase our purchases of various goods if our 
income were increased by a given amount, or by attempting 
to decide how we would react to a change in price of a particular 
good Objectively, we may assure ourselves that others also 
have preferences among different goods by the fact that they 
actually do purchase some goods rather than others and do not 
stand forever undecided as to what to buy (Often the most 
difficult decisions are those in which we are attemptmg to please 
another rather than ourselves — buying a gift for a friend, or 
choosing the meat for a husband’s dinner ) 

The careful reader may here object that we are using the 
concept of demand to explain demand This is not the case 
The fact that people do buy one or more units of one good in 
preference to the one or more units of some other good which 
they could purchase with the same amount of money is an 
observable and objective phenomenon which still remams to be 
explained All the strain which is placed on the reader’s 
imagination is simply to assume that a person makmg such a 
choice does make the choice which he happens to prefer at the 
moment, or, if you wish, that he makes the choice which he 
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thinks he prefers “ At this point we can dismiss the concept 
of utility 


An Indifference Schedule 


As a first approximation to our problem, we may construct 
an indifference schedule An indifference schedule may be 
defined as a schedule of various combinations of goods that will 
be equally satisfactory to the individual concerned To take 
the simplest possible example, let us assume that there aie only 
two commodities in existence, apples and oranges Now 
assume that I have 80 apples in my possession and no oranges 
Assume also that there is a man who has a bairel of oranges 
He tells me that I may take oranges from the barrel subject to 
one condition I must replace the oranges I take with a num- 
ber of apples that would yield me satisfaction equal to that 
obtainable from the oranges I acquire, so that I will feel no 
better and no worse off after any exchange I might make As 
I start out in this imagmary experiment, I might leave 20 apples 
for the first orange, 12 apples foi a second orange, 8 for a third, 
10 for the next two, and 'so on The result of a number of such 
exchanges might indicate the following combinations of apples 
and oianges as being equally satisfactory to me 


60 apples and 
48 apples and 
40 apples and 
30 apples and 
24 apples and 
20 apples and 
16 apples and 
15 apples and 


1 orange ^ 

2 oranges ^ 

3 oranges 
5 oranges 
7 oianges 
9 oianges 

12 oranges 

13 oranges 

1 apple and 


12 apples 
10 apples 
8 apples 
6 apples 
5 apples 
4 ap])les 
3 ipplts 
2 apples 
237 oranges 


and 17 oranges 
and 21 oranges 
and 27 oranges 
and 37 onngcs 
and 45 oranges 
and 57 oringts 
and 77 oj anges 
and 117 oranges 


This schedule refers to consumption over any given period of 
time and not merely to stocks of the goods 


®lhe problem of free will or predetermination may be left to the tbeologun 
and the philosopher 
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We can plot these points on a graph representing the number 
of apples on the vertical, or Y, axis and oranges on the horizon- 
tal, or X, axis Connecting these pomts with a Ime, we 
obtain the curve shown m Diagram 1. 

Y 



This curve is an indifference curve Every pomt on it repre- 
I sents a combination of the Wo commodities that would be 
I equally satisfactory to me Note, however, that on this par- 
'ticular curve the only points having any significance are the 
pomts that we have actually plotted The line between, the 
points/ serves merely as “a convenient device to lead the eye 
from one point to the next ” ^ In this case, to keep the illus- 


^ Crum, W L , “Rudimentary Mathematics for Economists and Statisticians,’ 
Supplement, Quarterly Journal of Economics, May, 1938 
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tration simple, we have chosen only points which yield whole 
number values for X and Y If it were convenient to divide 
apples and oranges into any desiied fractions, and tf the inte-t- 
ventng spaces followed the same mathematical law as the 
plotted points, then we might consider every point on the whole 
cuive as a point on the same indifference curve In the subse- 
quent discussion, we will make these two assumptions and 
regard each indifference curve as a continuous curve The 
reader will find it helpful to construct indifference' curves of 
his own for these or any other two commodities 

Diminishing Marginal Rate of Substitution 

The marginal unit of any stock of goods is that unit whose 
acquisition or loss is under consideration We can avoid con- 
fusion if, in the remainder of this chapter, we adhere to a 
common terminology We shall regard the commodity meas- 
ured on the y axis (apples in our example) as the commodity 
for which X (oranges) is being substituted V^he rate of substi- 
tution will, then be the number of units of Tforwhich one 
unit of X IS a substitute | In the indifference schedule two pages 
back, when I have 60 apples and 1 orange, one more orange 
IS a substitute for 12 apples, the marginal rate of substitution is 
12 to 1 vAt the next stage, when I have 48 apples and 2 
oranges, one more orange will be a substitute for 8 apples, and 
the marginal rate of substitution is 8 to 1 

If, without changing our schedule or diagram, we wish to 
reverse this procedure and consider acquiring apples in ex- 
change for oranges, we start at the bottom of the schedule and 
read up. Thus, when I have 1 apple and 237 oranges, one more 
apple would compensate me for the loss of 120 oranges, the 
marginal rate of substitution is 120 to 1 When I have 2 apples 
and 117 oranges, one more apple would compensate me for the 
loss of 40 oranges, the margmal rate of substitution is 40 to 1 
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At the next stage the marginal rate of substitution is 20 to 1, and 
so on ° 

One of the most important assumptions that has to be made 
in connection with the indifference curve analysis is that the 
margmal rate of substitution is always decreasmg In graphic 
terms this means that the slope of the indifference curve must 
always be decreasing as we move along it from l^t to right A 
fairly general objective proof that this assumption is fulfilled 
in practice may be found in the observation of the conduct of 
the buyers on any market If the marginal rate of substitution 
did not decrease, then, once a person started buying one com- 
modity, he would continue to buy that commodity and no 
others until his entire purchasing power was exhausted It is 
true that this is a rather negative sort of proof and is not 
sufficient grounds for claimmg that the prmciple of dimmishmg 
marginal rate of substitution is universally true as applied to 
the purchase of all commodities by all people Nevertheless, 
we are all familiar with the fact that under the stimulus of 
changing incomes or changmg relative prices of goods, people 
are able to leave one position of equilibrium m their purchases 
of different goods and arrive at another position of equilibrium 


’’ In some respects it is much easier to treat this problem in terms of an tna easing 
margmal rite of substitution, that is, in terms of an increasing amount 'of X 
necessary to compensate for tlie loss of one unit of Y This was the treatment 
originally used by Hicks and Allen in the articles in Economtca It appeared, how- 
ever, that this treatment was confusing to Marshalhans, and accordingly Hicks uses 
the concept of a diminishing marginal rate of substitution in Value and Capital It 
should be noted, nevertheless, tliat dimmishmg marginal rate of substitution and 
diminishing marginal utility are not the same thing In Marshallian terms the 
indifference curve indicates constant total utility of the two commodities combined 
Consequently, m Marshallian terms, the increase in margmal utility of the product 
which IS decreasing m amount must compensate for any decrease in marginal utility 
of the stock which is increased sufficiently to keep total utility of the combined 
commodities at a constant level All that we say, however, is that the number of 
units of the commodity acquired must be a satisfactory substitute for the number of 
units of the commodity given up This proposition can be stated in terms of 
utility, but It is not necessary to do so ^ 
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All that our assumption leqmres is that the transition between 
these two pomts of equilibrium follows a fairly regular course 
It IS idle to deny that there will not be at least some small 
segments of the indifference curves of some people for some 
pioducts which fail to follow tlie principle of diminishing 
marginal rate of substitution,® but when we begin to translate 
indifFerence curves into demand curves, and into demand curves 
foi a whole community, the piobable error from this source 
becomes extremely small 

The himittng Case of Substitution 

An indifference curve m the form of a straight diagonal line 
at a fl5'degree angle would indicate a constant marginal rate of 
substitution of 1 to 1 This is a limiting case and is possible 
only when one good is a perfect substitute for the other *^uch 
might be the case if you were indifferent to the blandishments 
of the advertisers and bought cornflakes as cornflakes, one 
brand would be a perfect substitute for another brand, and you 
would, of course, buy whichever was the cheaper 

I am indebted to Professor R G D Allen for pointing out 
that this IS not only a limiting case, it is also an impossible case 
If one product is considered a perfect substitute for another 
product in the mind of a buyer, then the two aie not different 
products but simply different lots of an identical commodity 
The fact that the products aie not differentiated m your mind 
merely means that you feel that you are buymg the same 
product from whoever sells it the cheapest This attempted 
product differentiation may, however, be effective with some 
other buyers, but in this case the marginal rate of substitution 
would not be 1 to 1 


^The best adverse examples would be the indifference curves of whiskey for 
drunkards, drugs for naicotic addicts, and, less seriously, that of stimps for the 
stamp collector All o£ these people, however, generally cat at least occasionally, 
thus proving that their indiilerence curves for their favorite vice do not have an 
increasing rrargmal rate of substitution throughout their length 
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Product Di'ff'erenttatton and the Rate of Substitution 

On the other hand, even a slight degree of product differen- 
tiation might result in a constant margmal rate of substitution 
at some ratio other than 1 to 1 There may be, for example, 
some individuals who consume tea in very small quantities but 
who place a high premium on its freshness Such individuals 
might always consider 3 one-quarter-pound packages as a satis- 
factory substitute for 1 one-pound package of tea The mar- 
ginal rate of substitution is % to 1 In terms of money, these 
people would just as soon pay 75c for 3 one-quarter, pound 
packages as 75c for one whole-pound package 

Complementarity 

As the opposite limitmg case to perfect substitution, we have 
the case of complete complementarity Complete or perfect 
complementarity exists where one unit of one good reqiures a 
standard number of units of another good for the combination 
to be of any use whatever Thus for most people one watch 
case requires one watch movement to go inside the case Most 
people would not care for one more watch case without one 
more movement, and vice versa In situations of this sort 
(other examples might be right and left shoes or right and left 
gloves), the indifference curves would be straight lines down- 
ward and turnmg at a right angle, the lines away from the 
turning point being parallel to each axis In most cases where 
complementarity is as complete as this, dealers do not usually 
sell the article separately from its complement In some other 
cases, as with cups and saucers, they may be sold separately 
or jointly, depending upon the practice of the individual store. 
Where they are sold separately, the housewife will buy saucers 
to replace broken ones, but will not buy more cups rf her set 
of them IS complete Even if the price of saucers is lowered, 
she will seldom be interested m buying more saucers than the 
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number necessary to complete the ratio of one cup to one saucer 
(She cannot forecast which will break fiist ) 

Substitutabibty and Complementarity — The Dividing Line 

We have seen that perfect substitutability is lepresented by a 
straight diagonal indifference curve at a 45° angle, and that 
perfect complementarity is repiesented by an indifteience curve 
parallel to each axis and bent at a 90° angle We can generalize 
within these limits by saymg that the flatter the indifference 
curve, the greater the degree of substitutability, and the more 
bent the indifference curve, the greater the degree of comple- 
mentarity between the two goods We cannot, however, draw 
an exact dividing line between the two conditions by geometry 
Nor can we confine our attention to two commodities only 
We must introduce a third, which we may call money or 
general purchasmg power (with the assumption diat the prices 
of all other goods except X and Y remain unchanged) Under 
these assumptions, if an increase of one unit of X requires that 
some substitution of money for Y take place in order to leave 
the mdividual no better off than he was before, then X and Y 
are substitutes for each other (If lY is a substitute for Y, then Y 
IS also a substitute for X ) On the other hand, if the rate of 
substitution of Y for money is increased when one more unit 
of X IS acquired, then X and Y are complementary 

A simpler example may make the proposition clearer If I 
buy some new tires in order to drive more safely over slippery 
winter loads, then I am sure to diive the car more often in 
wmter weather, and accordingly will buy more gasoline than 
I would buy if I had not bought tlie tires with new treads 
(Tires and gasoline are complementary goods ) 

On the other hand, if the stram of winter driving does not 
appeal to me, I will ride on the bus mstead of driving my car 
m the bad spells This means that I will spend more money 
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on bus rides and less on tires (Bus rides and tires are substi- 
tutes for each other ) 

The Indifference Map 

Diagram 1 was just one indifference curve based on the 
assumption that I started with 60 apples in my possession 
Had I started with 50 or 70, or any other number, we would 
have other indifference curves based on the various combi- 
nations of apples and oranges that would be equally satisfactory 
to me Each combmation which is based on a greater number 
will he on a higher mdiff erence curve Each pomt on a higher 
indifference curve mdicates greater satisfaction than that on a 
lower indifference curve Diagram 2 shows a family of such 


Y 



O 
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curves, or, as we may call it, an indifference map It will be 
noticed tliat the curves are numbered 1, 2, 3, and so on This 
system of numbering has no particular significance We might 
just as well have labeled the curves A, B, C, and so on 
At any point on an indiffeience curve, a movement either 
upward or to the right brings us on to a higher indifference 
curve In Diagram 2, for example, a movement from P brings 
us to Pi or Pa The assumption behmd this is that a greater 
quantity of either good accompanied by an unchanged quantity 
of the other good yields us a greater satisfaction Note care- 
fully that we do not say how much greater this satisfaction may 
be Note also that die curves are not parallel There is no 
need for them to be Our only requirement is that one in- 
difference curve must not touch another within the limits of 
our diagram In any actual case the indifference curves would 
be much closer together than we have drawn them here, and 
there would be more of them Our indifference curves are 
like the contour Imes on a topographical map, showmg only 
important changes 


Indifference, Income, and Burchase 

We now come to a very useful property of indifference maps 
If we know an individual’s income, his indifference map, and 
the prices of the two commodities, we can determme directly 
from the mdifference map the quantities of each commodity 
which he will buy (We still retain the assumption of only 
two commodities ) 

In Diagram 3, we assume an income of $140 00 per week 
Given a price of $5 00 for commodity X, we measure the dis- 
tance OQ, 28 units, as the amount of X which the individual 
could buy if he spent his entire income for commodity X 
Given the price of Y as $4 00, we measure the distance OR, 35 
units, as the amount of Y which the individual could buy if he 
spent his entire income for commodity Y. 
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The line RQ shows all possible combinations of the two com- 
modities which, the individual could purchase by dividmg his 


Y 



Diagram 3 — ^An Indifference Map Related to a Given Income 
' and a Price Ratio 

expenditures on the two goods m all the different ways that will 
exhaust his total mcome Which combmation will he choose ? 
The line RQ cuts a number of mdifference curves at points 
A, B, C, and D None of these points, however, represents the 
most preferred position, since, by moving along RQ in one 
direction or another, we come on to a higher mdifference curve. 
At pomt P the line just touches (is tangent to) an mdifference 
curve This is the highest mdifference curve which can be 
reached by moving along the Ime RQ In other words, this is 
the most satisfactory division of expenditure between the two 
goods which can be achieved with the given mcome and the 
given prices of the two goods and the given mdifference map 
It may be instructive to note on Diagram 3 that if we doubled 
the prices of the two goods and also doubled the assumed m- 
come, there would be no change in the diagram An income 
of |280 00 and a price of $10 00 for X would agam. make OQ 
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equal to 28 units ' An income of $280 00 and a price of $8 00 
for y would also make OR equal to 35 units, and the entire 
diagram would remain unchanged in shape and significance 
The broader meaning of this is that there is neither gain noi 
loss from mflation if all incomes and the prices of all goods 
increase m exactly the same proportion Any divergence from 
this pattern, however, means a gam for some people and a loss 
for others 


The Price Consumption Curve 

A further useful property of the mdifference map is the fact 
that, if we hold mcome and the price of Y constant, then, by 
varying the puce of X, we can read the quantities of X that will 
be bought at various price ratios of X in terms of Y directly 
from the indifference map 


Y 



Diagram 4 — A Price Consumption Curve. 
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In Diagram 4 we assume a constant income of $60 00 per 
week and a constant price of Y of $1 00 per unit Then, at a 
price of $6 00 per unit of X, the slope of the Ime RQ is 60 to 10, 
that IS, |6 00 will buy 6 units of Y or 1 unit of X At P, the point 
of tangency of the price ratio line with the indifEeience curve, 
we find that 3 units of X and 42 units of Y will be purchased 
The followmg table summarizes the readmgs from the dia- 
gram 

Quantity Quantity Total Total 



Price 

ofX 

Price 

ofY 

Spent 

Spent 

Point 

ofX 

Purchased 

(Units) 

ofY 

Purchased 

(Units) 

forX 

forY 

P 

$6 00 

3 

$1 00 

42 

$18 00 

$42 00 

Pt 

3 00 

8 

1 00 

36 

24 00 

36 00 

Pa 

2 00 

13 

1 00 

34 

26 00 

34 00 

Pz 

150 

18 

1 00 

33 

27 00 

33 00 

Pi 

100 

28 

100 

32 

28 00 

32 00 


Following the principles we developed in Diagram 3, we 
notice tliat each of the price-ratio Imes is tangent* to an mdiffer- 
ence curve These tangents occur at the points P, Pi, P 2 , Ps, 
and Pi The line which connects these pomts may be called 
a ptice consumption curve The horizontal distances of the 
points from the OY axis indicate the amounts of X that would 
be purchased at various prices for X with the incorr/e, the price 
of Y, and the indifference map assumed constant 

The Individual Demand Curve 

So far our indifference curves have generally had reference 
to only two commodities This has been done for the sake of 
simplicity, but it is not necessary to confine ourselves m this 
way If the prices of all ^oods other than X are assumed to 
remain unchanged, then, instead of callmg Y a single com- 
modity, we may call it general purchasmg power The in- 
difference curves then represent the rates of substitution of X 
for all other goods in general (mcludmg, as one of the goods. 
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the “cash balance” of the individual which may allow him to 
buy other goods at a later date lather than at piesent) 

When Y is used to represent general purchasing power (with 
the prices of all goods othei than X remaining unchanged), 
the price consumption curve is really a demand curve for X 
We shall find it more convenient, however, to translate this 
curve into the demand curve more commonly used by econ- 
omists 


Y 



Diagram 5 -—Demand Curve 

Diagram 5 shows the demand curve which is represented 
by the price consumption curve in Diagram 4 In Diagram 5 
the vertical or OY axis represents the price of a commodity, and 
the horizontal or OX axis represents the quantity purchased 
It may be noted that we have doubled both scales in order to 
enlarge the diagram and render it more readable. Columns 
1, 2, and 3 of the table give the demand schedule or data which 
are represented by the curve DD Diagram 5 is simply a 
location of these points on a price and quantity diagi am Sev- 
eral plotted pomts appear on the curve DD m Diagiam 5 which 
are not located by curves and tangents in the price consump- 
tion. curve of Diagram 4 These points, however, were actu- 
ally computed and were omitted from Diagram 4 simply to 
avoid confusing tlie eye of the reader by too many curves and 
tangents drawn closely together 
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Community Demand 

If we could summarize the price consumption curves or the 
demand curves of an entire community, we would have a col- 
lective demand curve for the number of individuals mvolved 
If all the people whose demand was summarized had exactly 
the same kind of indifference maps as is shown m Diagram 4, 
then the demand curve, or price consumption curve, would 
have exactly the same general shape as the demand curve shown 
in Diagram 5 If we chose to alter the horizontal scale to take 
account of the number of people who would purchase the arti- 
cle at each price (for example, to change the horizontal scale 
to 10,000, 20,000, 30,000, mstead of 10, 20, 30, if theie happened 
to be 1,000 people of similar tastes, having identical mdifference 
maps) then the curve would be a community curve rather than 
an individual cuive 

It IS extremely unlikely, however, that the above situation 
would occur Even if people’s indifference maps were all iden- 
tical, those with higher mcomes would find that the pomt of 
tangency of the mdifference curve and the price ratio line lies 
on a higher indifference curve than is the case for those with 
lower incomes That is, those with higher mcomes would buy 
more of commodity X at the same price than those with lower 
mcomes and the same indifference maps Furthermore, there 
IS more evidence to cause us to believe that there is generally 
some difference, and often considerable difference, m the in- 
difference maps of different people, regardless of differences in 
incomes These differences may be the results of habits ac- 
quired m previous environment, or simply the result of keener 
tastes for one or more of the goods which are lumped m the 
category of “all other goods,” whose prices are assumed to re- 
main unchanged The extent of the desire for social con- 
formity (keeping up with the Joneses) may result either m close 
duplication of the mdifference maps of the members or a 
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marked grouping or stratification of these maps Wherever 
the community consists laigely of a single social group, 
and where the commodity is an article of “conspicuous con- 
sumption,” the mdiffeience maps tend toward unifoimity 
Wheie social classes are sharply stratified, we may expect con- 
siderable uniformity widiin each group, but there may be a 
wide divergence among the typical indifference maps of the 
different groups 


Demand and Time Periods 

On page 76 appears a list of what we called the “conditions 
of demand” These were (1) that incomes of individuals 
remain the same, (2) that tlieir tastes remain the same, (3) 
that the prices of other goods remam the same, (4) that no 
new substitute is discovered for the product, (5) that individ- 
uals do not believe that one change m price is a prelude to fur- 
ther changes, (6) that the product is not one which depends 
upon Its high price for “prestige value ” Assumptions num- 
ber (1) and (3) were also made m this chapter when we drew 
our price consumption curve The other assumptions are cov- 
ered when we assume that the indifference maps remain un- 
changed 

These assumptions, if adhered to rigidly, would in any prac- 
tical case be almost certain to confine the application of the 
demand curve to a single instant of time Your indifference 
map may undergo considerable change between die time you 
enter a movie and the time you leave it What the actors have 
had to eat or wear in the picture may make a considerable dif- 
ference in your scale of preferences It is, however, often con- 
venient to speak of a rate of demand foi a given time period. 
The demand curve at any given moment may be called in- 
stantaneous demand or immediate mar\et demand We may 
also speak of the demand per day (a schedule or curve repre- 
senting the amounts which people will purchase at all possible 
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prices in a day), die demand per week, per month, or per year 
The longer the period chosen, however, the greater the likeli- 
hood that the conditions which are assumed to remain constant 
will actually change durmg the demand period For example, 
a demand curve for raincoats for a year might be drawn on 
the assumption (in addition to those given above) that the 
rainfall for the year would be average or “normal ” Even if 
the normal amount of rainfall should occur, if it just so hap- 
pened that all the storms came between the hours of 4 30 and 
6 00 PM, It might be found that a great many more rain- 
coats are sold durmg the year than were indicated by the 
number at any given price on the assumed or computed 
demand curve Clothing dealers are contmually praymg for 
what they call “seasonable” weather (that is, a cold winter and 
a hot summer, a spell of mild weather early m the spring, and 
a chill but not too cold autumn) This is because experience 
has taught them that they can sell more merchandise dur- 
ing a normal year at any given prices than when the winter 
IS mild, so that people decide to make the old coat “do” for 
another year 

Regardless of the length of the demand period, we must bear 
one very important qualification in mind the points on a de- 
mand curve are alternative and not successive Your demand 
curve (or schedule) might indicate that you would buy 2 pans 
of shoes at 19 00 a pair, or 3 pairs at |6 00, or 4 pairs at $5 00 
during a given year Assume now that the price at the be- 
ginning of the year should happen to be $9 00, and that you buy 
the 2 pairs If, immediately after you made youi purchase of 2 
pairs at |9 00, the price should drop to $5 00, and the points on 
your demand curve are as mdicated, you would not buy even 
one more pair However, if the price had been $5 00 to begin 
with, you would have bought 4 pairs mstead of the 2 pairs at 
19 00 which you did buy Apparently your “allowance” for 
shoes IS about $20 00 You may regret that you did not wait for 
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the “bargain,” but, having 2 pairs already purchased at a total 
cost of $18 00, if your conditions of demand remain the same, 
you will probably not purchase anotlier pair at any price greater 
than $2 00 

The qualification we have mtroduced in the above para- 
graph IS another illustration of the difficulties involved in at- 
tempting to apply the demand curve to a period of time rather 
than an instant of time Not only must the other conditions 
we have listed rcmam unchanged for the length of the demand 
period, but the price also must remain unchanged Otherwise 
the original demand cuive is not applicable, and we have a new 
demand curve which is influenced m some degree by the prices 
previously prevailing and the amounts purchased at those 
prices This shows us a source of error always encountered 
(and not often recognized) by those who attempt to draw up 
statistical demand curves for agricultural products These 
statisticians use the average prices and the amounts consumed 
each year, for a number of years, as points of observation for 
their estimated demand curve They do, of course, attempt to 
correct foi changes m income and such other factors as they 
believe to be influencmg demand and are capable of measure- 
ment Many of them do not, however, allow for the vanability 
of prices within each year This may be a considerable source 
of error even if proper allowance is made for all other condi- 
tions For example assume that there is one year in which 
the weighted average price of potatoes is 50c per bushel, result- 
ing from a series of prices throughout the year which ranged 
from 45c to 55c. In another year of identical conditions, ex- 
cept for price, a weighted average price of 50c per bushel, re- 
sultmg from prices which ranged between 25c and 75c, might 
result in either a greater or less total consumption of potatoes, 
depending upon the number of price changes, their duration, 
and the public reaction to them. 
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The Shape of Demand Curves 

In most economics texts, demand curves will be found to be 
represented either as straight Imes or as smooth curves which 
have no “kinks” (sudden changes m slope at particular pomts) 
in them These curves are generally drawn smooth either to 
suit the convenience of the economist who is drawing them or 
to make the task of explanation to the reader somewhat easier. 
(Most of the demand curves m this book are so drawn ) If 
we should ever happen to have the good fortune to construct a 
demand curve which was absolutely accurate for a certain prod- 
uct, however, we should not be at all surprised to find some 
small kmks m the demand curves for a great many products, 
and some really sharp kinks m the demand curves for a few 
products ’’ 

We can, nevertheless, lay down one fairly general principle 
about demand curves With certain rare exceptions,® the de- 
mand curve will always be fallmg as we move from left to 
right along the curve This is another way of saying that, m 
general, under the same conditions of demand, more units of a 
good will be bought at a lower price than at a higher price, or 
that a lower price is necessary to induce people to buy more 
units of a good 

There is still much to be said, however, for the contention 
that collective demand curves tend to smooth out many or most 


7 Certain preliminary studies that I have made of the demand for pork among 
Southern families with incomes of less than $500 00 per year indicate that at prices 
above 12c per pound, the demand curve has a very gentle slope^ while at prices 
below this, the demand curve bends downward at almost a right angle, mdicating 
that at some price around 11c they buy about all that they want, and that further ' 
declines in price are not much inducement to increase their purchases 

® The most likely exception is the case of an article which constitutes the major 
part of a family’s expenditure and is consideied an “inferior’ good by them For 
example, if a family were subsisting almost entirely on breaa oV potatoes, a fall in 
price might cause them to buv less bread or potatoes and spend the remainder of 
their income on goods which they could not afford before Cf Marshall, Principles, 
8th Ed, p 132 
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of the “kinks” which are found in individual demand curves 
The net incomes of individuals and families are not nicely 
stratified into the fiequency tables so neatly drawn by statis- 
ticians and tax experts “ Within each arbitrarily chosen gioup, 
the individual or family mcomes may change along the scale by 
very small amounts, perhaps by as little as flOOO, $500, or 
even $1 00 Thus, even if each individual demand curve had 
a kink in it, the fact that each indifference map may be based 
on a different income and that consequently the kink will be 
at a different price pomt means that a curve of collective de- 
mand made up of individual curves may result m the smooth- 
ing of the kinks so that the collective curve appears as a smooth 
curve or straight line 

The most important warning that we can take from the 
fact that there may be kinks is not to project an estimated de- 
mand curve beyond the pomts where we have at least some his- 
torical observations to guide us A demand curve is most 
likely to be smooth in the middle portion, and more apt to have 
kinks at the extreme ends, particularly the lower end 

Elasticity of Demand 

The elasticity of demand is a measure of the relative change 
in amount purchased in response to a relative change in price 
on a given demand curve The reader will do well from the 
start to avoid making any connection between the shape or 
slope of the demand curve and the elasticity of demand, because 
elasticity depends both on the slope of tlie demand curve at any 
given price and on the position of the price and quantity point 
with respect to both the X and Y axes Since elasticity is one 
of the most important concepts in economics, the reader should 
attempt to grasp it as thoroughly as possible 

There are three different mathematical properties of elasticity. 


^ For examples, see Consumer Income tn the Umted States and Consumer Expendi^ 
tures tn the United States^ published by the National Resources Committee 



INDIFFERENCE CURVES 


103 


any one of which may be used as the definition, and the others 
may be derived from it 

Property No 1 Let P represent price and Q quantity. 
Then PQ will represent total amount spent for the product If 
PQ remains unchanged after a change in price, then elasticity 
of demand is equal to unity Unity of elastic demand is the 
dividing line between elastic demand and inelastic demand 
If the total amount spent increases with a decline m price, elas- 
ticity of demand is greater than unity, the demand is elastic 
(PQ mcreases in value) If the total amount spent decreases 
with a decline m price, elasticity of demand is less d\an unity, 
the demand is inelastic {PQ decreases in value ) A diagram- 
matic representation is given on page 80 in Diagram 3 

This previous property gives us a criterion for determining 
whether elasticity is greater than unity, equal to unity, or less 
than unity (even this is a useful thing to know). It does not, 
however, give us a method of determinmg a numerical value 
for elasticity, except for the case where elasticity is unity In 
this explanation the changes m total amount spent depend 
upon two thmgs the origmal price minus the per cent change 
in price, multiplied by the origmal quantity plus the per cent 
change in quantity If we call the small letters p and q, the 
change in price and the change in quantity, respectively, the 
equation for unity of elasticity becomes 

(P~pP) {Q + qQ) 01 P{l—p)Q{l+q)= PQ 

This IS the necessary relationship of the two percentages if PQ 
IS to remain constant 

Property No 2 This property is a geometrical concept 
The definition is Elasticity is the proportional change of the 
abscissa, divided by the proportional change of the ordmate, at' 
any point on the curve, when the changes are small To 


For the full derivation of these relationships, see Allen, R, G D , Mathematical 
Analysts for Economists, pp 255 if 
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illustrate this, assume a straight-line demand curve plotted on 
ordinary numerical scale graph paper (AB in Figure 1, Dia- 
gram 6) 



Diagram 6 — Elasticity o£ Demand 


Elasticity is then equal to the distance from A to any point 
P along the demand curve, divided by the distance from B to 
the same point For example 
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and so on The elasticity will be found to be high at the ex- 
treme left end of the demand curve It drops to unity at the 
midpoint of the line, is less than unity and contmually declin- 
ing at all price and quantity points to the right of the midpoint 
This condition is universally true for all straight-line demand 
curves * drawn on an ordmary numerical scale On the diagram 
elasticity has been accurately computed for each of the pomts 
labeled P on the line For example, at Pi, Ei equals 39 

It may also be noted that, from any given price point, elasticity 
IS the same in both directions For example, at pomt Ps the 
price IS 30c and the quantity purchased is 10 units A drop in 
price of 3c, or 10 per cent, brings us to pomt C, at which the 
quantity purchased has increased from 10 units to 13 units, a 
30% 

30 per cent mcrease = 3, which agrees with Es — 3, as 

computed by the diagonal ratio division A rise of 10 per cent 
in price from pomt Ps, on the other hand, brings us to pomt D, 
at which the amount purchased, 7 units, is 30 per cent less 
than the 10 units purchased at price pomt P 

Notice, however, that while elasticity is the same in both 
directions from a price and quantity pomt, it is not reversible 
from one price pomt to another Thus, at pomt Pi, elasticity 
being unity, a 50 per cent decline in price brings us a 50 per cent 
mcrease m amount purchased, and we arrive at pomt Pa If we 
had started out from point Pb to mcrease the price by 50 per 
cent (from 10c to 15c), this would bring us back only to pomt 
], at which the amount purchased has decreased by only 16 66 
per cent (from 30 units to 25 units), or one third of 50 per cent, 
elasticity at pomt Pb being Ya 

The most important lesson that we can learn from Figure 1 
IS to avoid considering the slope of a demand curve on a natural 
scale as an indication of elasticity The slope of the line AB 
IS constant at 1 to 1 throughout its length, but elasticity changes 
at every pomt on the Ime 

♦Except for demand curve for individual seller under pure competition Sec 
p 110 



106 


INDIFFERENCE CURVES 


The reader can perform a very instructive exercise for him- 

AP 

self by choosing other slopes and computing elasticity by — 

It is suggested that a good ruler be used and the slope be chosen 
aibitrariiy so that an inch mark hits on each axis It will then 
be found, if units of one sixteenth of an mch are used, that 

whole number values of — can be computed at certain points 

BP 

on the diagonal line 

The principles which we have developed about a straight- 
line demand curve on a natural scale may also be applied, with 
some limitations, to demand curves which actually do curve 
on the same scale In Figure 2 of Diagram 6, the demand 
curve IS indicated by the Ime DDl If we wish to detei- 
mine the elasticity of any point, say Pi, we draw the tangent 
to the curve through that point Our formula then applies 
APi 

Elasticity is equal to With a curve, howevei, elasticity 

BPi 

IS not applicable for any considerable distance either way from 
a price pomt as it is on a straight line The elasticity 
at price Pi is applicable only as long as the curve and the 
tangent actually coincide Smce, by definition, a tangent 
“touches” a curve at only one point, and any change in price 
causes us to move along the curve rather than the tangent, it 
follows that the lelationship E equals 1 25 (that is, a 1 per cent 
decline m price will result m a 1 25 per cent increase in amount 
purchased) is applicable only for infinitesimally small changes 
in price As soon as we move any distance along the curve, 
we must draw a new tangent and determine a new elasticity 
Figure 3 shows the same type of computation for a curve which 
is of uniform elasticity equal to unity On numerical scale 
paper, such a curve must be a lectangular hyperbola 
This whole explanation shows the difficulties encountered 
by our apparent unwillmgness to use logarithmic scales On 
double log paper any curve of constant elasticity will appear 
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as a straight line, and the slope of the line will be equal to the 
elasticity at all points For demand curves which are curvi- 
linear when plotted on logarithmic scales, the slope of the 
tangent to any curve at any pomt will be the elasticity at that 
point 

Property No. 3 This property may be derived directly from 
the definition given for Property No 2 Let us call dq a small 
change m Q, Then “the proportional change of the abscissa” is 

~ Then call dp a small change in P, which makes — 

the proportion^ change in the ordmate Thus our formula 
for elasticity becomes 

dq dp 

Q P 

Performing the division, we have. 




P dq 

Q ip 


The minus sign is introduced arbitrarily into the equation m 
order to give a positive result {dp must be negative if price is 
falling), because it is more convenient in economics to think 
of the elasticity of a falling curve as a positive number Elas- 
ticity, then, regardless of the price and quantity units chosen, 
depends upon both the position of the price and quantity pomt 

^ and the rate -of change The formula given 

may be written 

d (log q) 

E — 

d (log p) 


This constitutes a generalized proof for the statements made 
previously about plottmg the demand curve on double log 
paper and reading elasticities directly from the slopes of the 
tangents 

It must still be remembered that our concepts of elasticity 
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wall apply only to tlie extent to which our estimate of the 
demand curve is coriect However, if we use pioper methods, 
there will be no mistake in the computation of elasticity, and 
the only souice of error will be m our estimates of the shape 
and position of the demand cuive itself Businessmen and 
tax experts must have at least a rough concept of elasticity 
(whether or not they use the word elasticity) when they 
attempt to decide whether a higher or lower price or tax rate 
would yield more revenue 



CHAPTER VIII 


Demand as Seen by the Seller^ 

TN PREVIOUS chapters we have considered demand for 
a product in general In the present chapter we shall de- 
vote our attention to the demand for his product which faces 
the mdividual seller In order to do this, we shall have to 
distinguish between demand under pure competition and de- 
mand under monopolistic competition (product differentia- 
tion) 


Conditions of Pure Competition 

Two conditions are requisite for pure competition to exist. 
(1) Buyers must be completely indifferent as to which seller 
they purchase from, as long as different sellers’ prices are the 
same. Or, to state the proposition in other words, a lower 
price IS the only element which will lead bikers to prefer one 
dealer to another under pure competition (2) The amount 
which each individual seller can offer for sale must constitute 
so small a proportion of the total supply that he, acting alone, 
IS powerless to affect the price by varying the amount which 
he offers For mstance, millions of bushels of wheat are pro- 
duced and sold every year, and the mdividual farmer, even 
though he ordinarily produced as much as 10,000 bushels a 
year, could not raise the price of wheat by one sixteenth of a 

^This entire chapter is an adaptation of Professor Edward Chamberlin’s The 
Theory of Uonopohsttc Competition, Harvard University Press, 1935 S^e partic- 
ularly Chs IV and V The terms ‘pure competition, ’ “monopolistic competition,’* 
and “product differentiation * are his 
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cent a bushel by cutting his production in half or even by 
ceasing production entirely Nor could he lower the price 
one sixteenth of a cent if he alone doubled or tripled his pio- 
duction (On the other hand, if all farmeis acting together 
should increase or decrease their production by as little as five 
per cent, the price of wheat would be materially affected ) 

It follows from these two propositions that under pure com- 
petition, the demand for the product of the individual seller 
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Diagram 1— Demand Under Pure Competition. 


Will be pet fectly elastic at the prevailing market price (Graph- 
ically, the demand curve for his product will be a hoiizontal 
straight line) Under pure competition, if the individual seller 
raised his price by the slightest amount over that prevailmg in 
the market, he would do no business at all On the other 
hand, there is no inducement for him to lower his price below 
that of the market, since he can dispose of his entire holdings 
at the market price We may illustrate this by a diagram 
In Diagram 1, BD (Figure 1) repiesents the market demand 
for wfieat, and P is the point on the curve wheie price happens 
to be established at the moment In Figure 2, dd is the de- 
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mand curve which confronts the individual producer at the 
price in the market It is really what we would find if we put 
a magnifying glass over pomt P The scale m Figure 1 is 
drawn in millions of bushels A change in amount of a few 
hundred or even a few thousand bushels will not be sufficient 
to cause a movement along the demand curve DD away from 
point P In other words, although any one mdividual seller 
IS able to vary his production, he is powerless to affect the price 
to himself Acting alone, he need not be hmdered from m-j 
creasmg his production for fear of “spoiling the market ” — ■ 

Conditions of Monopolistic Competition 

We have been talking in the preceding chapter as though ‘ 
shirts, cigarettes, and butter were homogeneous commodities 
any unit of which was a perfect substitute for any other unit 
Obviously this is not the case If, for mstance, I have been 
convmced by advertising (whether true oi not) that Arrow 
shirts are of better quality or style than other makes, then my 
demand for Arrow shirts will be different from my demand 
for shirts m general ^ For all practical purposes, under these 
conditions, Arrow shirts are a commodity by themselves, and 
other makes aTe Imperfect substitutes for them m my mmd. 
At the same price, I will buy Arrow shirts rather than the 
other brands I might be induced to buy other brands, but 
only at a lower price that would compensate me for the differ- 
ence (real or imaginary) between Arrow shirts and the others 

If we carry the analysis a step further, we find that even a 
single brand does not constitute a separate homogeneous com- 
modity for the purpose of drawmg a demand curve Even 
though two stores are both selling Arrow shirts, when we take 
into account the other services rendered m connecuon with 
the sale, we set up the conditions of a separate individual de- 
mand for each store’s product One store may be more con- 
veniently located than the other, in which case I would trade 
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theie rather than in another store even though Arrow shirts 
were selling for the same price in both places I might even 
be w illin g to pay |2 00 for a shirt m the first store although I 
know that by gomg to the less convenient shop I could get 
the same thing for $195 One store may give credit and 
delivery service and another may not, one store may be 
cleaner, better lighted and ventilated than another It may be 
that one store has the reputation of being a “cheap joint” and 
I do not like to be seen tradmg there 

Time utility may also be a factor For instance, if I run 
out of my favorite brand of cigarettes at 10 o’clock m the 
evening, I know that if I wait until morning I can buy two 
packages for 25c at the cham store Nevertheless, ratlier than 
wait, I will pay 16c for a package at the newsstand Even a 
duEference in tlie personality of the salespeople may induce me 
, to prefer to buy the same brand of a good at one store rather 
- than another 

The buyer purchases not merely the article itself, but also 
the services that go with it To the extent that the preceding 
conditions prevail, different stores are really selling products 
that, though physically identical, are different in the minds of 
the buyers 

Product differentiation may therefore be defined as any situ- 
ation which induces a buyer to be willing to pay more for a 
good bought from one seller rather than from another, or as 
any consideration which causes one dealer to be preferred to 
another as a seller of a good even though the price is the same 
with both sellers 

Demand for Product of Individual Firm Under 
Monopolistic Competition 

We saw above that under pure competition the demand for 
an individual seller’s product is perfectly elastic. On the 
other hand, when product differentiation exists, the demand 
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curve facing the individual seller will be less than perfectly 
elastic Because the product has been differentiated from 
other products in the mind of the buyer, the seller of a differ- 
entiated product will not lose all of his business if he raises 
his price above that charged by other sellers of closely com- 
peting substitutes, nor will he be able to take all the busmess 
away from the other sellers by droppmg his price below theirs ^ 

When we remember that utility is nothing more than an 
idea which exists in the mmd of the buyer, we can readily see 
the connection between product differentiation and the de- 
mand curve for the product which is sold by an individual 
seller For mstance, certam people are willing to pay a cent 
or two more for print butter than for the same butter sold 
from a tub Others are willmg to pay still another cent more 
for tlie prmt butter if it is cut mto quarter-pound pieces and 
the pieces are wrapped separately In other words, the mar- 
gmal utility of butter to them has been mcreased by special 
packagmg Wrappmg m cellophane may mcrease the utility 
of some articles that people do not like to buy after handling 
by others The reader can supply hundreds of illustrations of 
this prmciple from his own experience 

Product Di^erenttatton by Advertising 

As we stated above, advertismg is an extremely important 
factor m differentiatmg a product and buddmg up an mdi- 
vidual demand curve for the product of an individual seller 
Some advertising (usually by trade associations) is not of this 


2 We should not lose sight of the fact, however, that under both pure competmon 
and product differentiation the demand curve for the individual seller will be more 
elastic than the demand curve for the industry in general Under pure competition, 
the individual seller*s demand curve is perfectly elastic But even under monopolistic 
competition, the seller of a differentiated product will lose some business to the sellers 
of closely competing substitutes as he raises his price above theirs For example, if 
the price of Fords rises but other cars do not, people need not cease buying cars but 
may buy other makes, demand for Fords becomes more elastic than demand for cars 
in general 
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type, but IS designed to influence die demand curve for the 
product in general Foi instance, the sellers of builders’ sup- 
plies may get together and urge us to “Build a home fiist,” 
or associated apple growers may confiont us with “National 
Apple Week,” and so on Most advertising, however, is de- 
signed to urge us to buy a particulai biand or to buy from 
a particular seller We aie urged to buy “Congoleum” instead 
of Imoleum, “Celotex” instead of insulating lumber, and so on 
To the extent that advertisers succeed in their object of making 
us ask foi products by their brand names, the tendency is to 
establish monopoly conditions in die market for their pioducts 
If we get into the habit of asking for a paiticular brand, other 
brands of the same pioduct tend in our minds to become im- 
perfect substitutes for oui favorite brand The seller, then, 
will have a monopoly of this class of people, even to the extent 
of sometimes being able to maintain the price of his own brand 
while the pi ices of other brands are falling, or to raise his puce 
while odiers are unchanged, which he would not be able to do 
under perfect competition 

Similar conditions apply to the clientele of the individual 
store. To the extent that the store, by services of various kinds, 
can build up its “good will” so that people become accustomed 
to go there to tiade rather than “shop around,” it tends to have 
at least a partial monopoly of its customers’ business This 
monopoly may allow it to charge prices which are somewhat 
higher than its competitors’ prices for the same goods, or to 
sell more goods at the same prices than other stores do 

Demand Curve for Di'Qerentiated Product 

When product differentiation is achieved, the demand curve 
for the product of the individual seller will no longer be per- 
fectly elastic at the market price The seller is now attempting 
to appeal to a special gioup of buyers in the market ratlier than 
to buyers m general Some of the buyers will place a high 
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value on the additional “service” that is rendered, so that they 
will be willing to pay a price for the differentiated product 
which will be considerably higher than they would have been 
willing to pay for the undifferentiated product Others will 
not value the additional service so highly and so will be willing 
to trade with tins dealer only at prices which are slightly 
higher than those which they would have to pay elsewhere 
Still others will attach no value at all to the service and so will 
trade with this particular dealer only at prices which are the 
same as others are charging Finally, some people may dislike 
the special service and so would trade with this particular 
dealer only at prices lower than those prevailing for the un- 
differentiated product (for mstance, packaging tea in “tea 
balls” may discourage its sale to some people who imagme that 
the muslm bag imparts a disagreeable taste to the tea, although 
many others consider tea balls a great convenience) 

For the purpose of achieving simplicity m illustrating graph- 
ically the effect of product differentiation upon the individual 
seller’s demand curve, we shall have to make an assumption 
that IS contrary to what we ordinarily find in practice, namely, 
that only one dealer differentiates his product, and further, 
that he differentiates it only in respect to one particular 
“service ” 

In Diagram 2, OA represents under pure competition the 
market price of the undifferentiated product DD represents 
the individual seller’s demand curve under the same condi- 
tions, dd represents the individual seller’s demand curve under 
product differentiation That part of the curve dd which lies 
above DD shows the various amounts of the differentiated 
product which buyers would purchase from tins particular 
seller at various prices above the general market price of the 
undifferentiated product 

It should be noticed that the relation of the curve dd to DD 
is dependent upon the price OA of the undifferentiated prod- 
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uct There is no reason why this i elation should lemain con- 
stant if the competitive price changes to a price gi eater or less 
than OA ^or instance, assume diat the differentiation factor 
which gives rise to dd is that one particular dealer will deliver 
while others will not If the prices of both the undelivered and 

delivered products should rise, 
some of the buyers who make 
up the demand curve dd may 
decide that they no longei are 
willmg to pay the same price 
di'ffetence for delivery service 
that they did before, and in- 
stead of buying from this par- 
ticular dealer, they buy from 
others who do not deliver and 
who therefore can charge a 
lower price Neither the elas- 
ticity of dd nor its position 
relative to DD is apt to remain the same when the general 
market price changes 

There are certam important consequences which follow from 
the nature of the individual seller’s demand curve and which 
have a definite bearmg upon the determination of the price 
of a product and of the amount offered for sale Under perfect 
competition, the individual seller’s demand curve being per- 
fectly elastic at the prevailing price, the seller will have no 
motive to curtail output for fear of the effect on the price he 
receives® But under monopolistic competition, the demand 
curve which faces the individual seller is less than perfectly 
elastic, as we have just discovered This means that the seller 
who operates under these conditions must take account of the 
effect upon himself which his own actions will have upon the 

3 The conditions which will then determine his output arc discussed in Chs 
IX and X 
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price In other words, he has a monopoly of the market with- 
in the limits of the individual demand curve which faces him. 
Such a monopolist may do either one of two thmgs he may 
decide how much of the product he wishes to sell and then 
tlirow this amount on the market for what it will bring, in 
which case the demand will determme the price (this is the 
method used in sales at auction), or he may place a definite 
price upon his product, in which case the amount taken will 
depend upon the demand for the product at that price (this is 
the more usu^I method) Whichever method he uses, as long 
as the demand curve which faces him is less than perfectly 
elastic, he is faced with the fact that a larger amount of his 
product can be sold only at a lower price per unit 

Average Revenue, Marginal Revenue 

An explanation of these alternatives confronting the seller is 
provided by the very useful economic concept of marginal 
revenue What_^we have previously called a demand curve 
might also be called an average revenue curve, for it shows the 
average price per unit at which various amounts of the good 
caniie sftld The marginal revenue curve is derived from the 
average revenue curve Marginal revenue is the net amount 
added to total revenue by each successive unit that is added 
to the number o'Qered for sale To find margmal revenue, we 
must do two things first, take the price (or average revenue) 
at which an additional unit offered will sell, second, from this 
price we must deduct the loss of average revenue on all pre- 
vious units, occasioned by the fact that adding this last unit 
to the amount offered for sale will force all of the units to 
sell at a lower price than that which the dealer could obtam if 
he sold the smaller quantity (that is, by offermg a larger 
amount for sale, he will be forced to a lower pomt on the 
demand or average revenue curve at which the larger amount 
can be sold) When this loss is deducted from the price re- 
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ceived for the additional unit, the result will be the net addition 
to total revenue occasioned by offering this one more unit for 
sale, or m other words, it will be the marginal levcnue 
A numerical illustration will make tlie piinciple clearer 
Suppose the demand curve (average revenue cuive) to be such 
that 40 units of a product sell for |80 00 apiece, and that 41 
units sell for $79 00 apiece The amount received for the 41 st 
unit is $79 00 To sell it, however, we must take $79 00 instead 
of $80 00 apiece for the other 40 units, a loss of $40 00 The 
marginal revenue of the 41st unit will be $79 00 minus $40 00, 
or $39 00 This $39 00 will be tlie net addition to total levenue 
occasioned by trying to sell 41 units instead of 40 We might 
state the same proposition as follows 

41 units Average Revenue j79 00 Total Revenue $3,239 00 

40 units Average Revenue 80 00 Total Revenue 3,200 00 

Difference (Marginal Revenue) $ 39 00 

Diagram 3, which follows, shows an average revenue (or 
demand) curve and its corresponding marginal revenue curve * 
Note that the margmal revenue curve crosses the zero line and 
becomes negative at 15 units This is because total revenue is 
at a maximum when 15 units are sold (15X7=105) From 
this point on, the amount received in revenue by selling a 
larger number of units is more than offset by the loss in average 


■^For the matliematically minded reader, the lelation between marginal and average 
revenue curves may be expressed as follows 

Average Revenue == Selling Price (y) = A Function of the Quantity 
Sold (a:) 

Total Revenue := Selling Price times the Quantity Sold =r F(A:y) 

Marginal Revenue = Rate of change in Total Revenue 


d 

= — (^y) 
dx 



See also Robinson, Joan, Economics oj Impel feet Competition, pp 34 , The Mac* 

millan Co , London, 1934, a geometrical statement of the relations between marginal 
and average curves 
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revenue on all previous units In other ivords, marginal rev- 
enue becomes a minus quantity 

Relationship of Average and Marginal Revenue 

The reason for the divergence of die average and marginal 
revenue curves should be noted As long as average revenue 
remains constant with an mcreasing output, margmal revenue 
and average revenue will coincide Since under this set of con- 
ditions the price (average revenue) is not falling, the addition 


Y 



Diagram 3 — Average and Marginal Revenue 

to total revenue is represented by the average revenue received 
from selling each additional unit, because nothing need be de- 
ducted for loss on the previous units (This condition prevails 
when demand for the product is perfectly elastic, as m the 
case of the demand for the product of the individual seller 
under pure competition ) 

However, when average revenue is declmmg, marginal rev- 
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enue wtll always he below average revenue This is because 
marginal revenue is the amount of net change in total revenue, 
whereas average revenue is total revenue divided by number 
of units, so that the effect of this change is “divided out” 
among the units 

To state the proposition difilerently, average revenue takes 
into account the decline m price alone Marginal revenue 
takes into account not only tlie decline in price itself but also 
the loss in revenue on all previous units when successive units 
are sold at a lower price Consequently, whenever average 
revenue is declining, marginal revenue will always be smaller 
^than average revenue 

We shall have repeated occasion to use this concept of mar- 
ginal revenue in subsequent chapters An application of it 
may help to fix the prmciple in our mmds In older to avoid 
the question of cost (which will be taken up later), let us 
assume that the product is produced entirely without cost A 
mineral sprmg to which people come to get water in their 
own containers would be a good example The monopolist 
who owns this sprmg will try to obtain the greatest possible 
income from selling the water At what price will his mcome 
be the greatest? If the conditions of demand for mineral 
water are such as shown in Diagram 3, our answer would be 
at $7 00 per gallon, at which price he sells 15 gallons At this 
output, marginal revenue and marginal cost ° are equal (in this 
special case both are equal to zero) 

Before leaving the subject of demand, there are ^rtain very 
important qualifications which we must bear In the 

first place, the various points on a demand are’ alterna- 
tive and are not successive. For instance, m^Mgram 3 the 


5 Marginal cost is defined as the additional cost jiii^jessary to produce one more unit 
of the product (see page 54) Since, m the spdtlal case above, we have assumed 
production entirely without cost, marginal cost would also be zero at every output 
shown in tlie diagram 
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seller has the option of selling either 15 gallons at |7 00 or 20 
gallons at |5 00 If the seller goes ahead and sells 15 gallons 
at $7 00 It does not follow that he could turn around and sell 
20 gallons at $5 00, nor even that he could sell an additional 
5 gallons at $5 00 After the 15 gallons have been sold we 
would have an entirely new set of conditions of demand for 
which a new curve would have to be constructed 

To take another illustration, let us suppose you walk into my 
clothing store prepared to buy either four shirts at $2 00 apiece 
or SIX shirts at |1 25 If I sell you the four shirts at |2i)0, it 
does not mean that I could then sell you two or even one at 
$1 25 The buymg of the four at |2 00 has used up |8 00 of 
your clothing allowance, which may be all that you care to 
spend for shirts Even were I to drop my price to $1 00, you 
might regret that you did not wait for the bargain, but you 
would not necessarily buy any more shirts for the time being 

Another important consideration is the time, or length of 
period, for which the demand schedule or curve is drawn To 
be strictly accurate, a demand curve cannot apply to any period 
longer than that in which the conditions of demand remain 
unchanged In the Chicago wheat pit, for instance, the de- 
mand for wheat futures is the same only for an instant of time, 
smce every item of market news and crop reports that comes 
in over the wires alters the conditions of demand in the 
min ds of the buyers For many commodities, however, we 
find It convenient to speak of the demand per day, per week, 
per month, or per year While this is convenient, we should 
not lose sight of the fact that the longer the period, the more 
apt IS the demand curve to be subject to inaccuracies duetto 
changes m the conditions of demand 

True Demand and Estimated Demd^^ 

Under imperfect competition, there are kinds of 

demand curves which merit'.^tr> is tke 
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true demand curve that actually repiesents the conditions in 
the minds of the buyers Once the price is actually set, it is 
this cuive which will determine the amount purchased by the 
buyers (This is the kind of demand curve we have been 
speaking about in this and in tlie pieceding chapter ) 

The second kind of demand curve is the one that represents 
the idea or estimate of demand which exists in the mmd of the 
seller It is this idea oi estimate which will influence the seller 
in determining the price he will place on his product For 
instance, the true demand for a certam kind of shoes might be 
such that, if the manufacturer should drop his price 25c a pair, 
he would sell 10,000 additional pairs and find his total net 
profit greater than at his present output But if he believed 
that by dropping the price 25c the buyers would take only 
2,000 additional pairs (sellmg this additional amount would 
not compensate for the loss of 25c a pair on his present out- 
put), he would not lower his price 

This difference between true demand and the seller’s estu 
mate of demand is well illustrated by the experience of ceitam 
public utility companies In some instances they have fought 
vigorously against rate reductions oidered by Public Service 
Commissions, only to find after the lower rates were in effect 
diat their net profits were actually increased by the greatly 
increased sales at the lower rates If they had known in 
advance what the true demand curve was, they would have 
lowered their rates voluntarily and saved themselves the ex- 
pense of litigation in fightmg the rate reductions 

Two Definitions of Commodity 

Up to this point we have been using the term commodity 
without defining it This has been done purposely, because 
our definition of a commodity is dependent upon the condi- 
tions of competition which prevail m the market. For in- 
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stance, if the good is subject to product differentiation, we may 
consider the combmation of physical product and the services 
that go with It as constituting a “commodity” m the mind of 
the buyer Under these circumstances, the commodity would 
be the physical product as packaged, advertised, serviced, and 
sold by the individual dealer In other words, the article as 
sold by an individual seller would be a commodity, while the 
same or a similar article sold by a competitor would be a substi- 
tute for the commodity- If we insist on absolute homogeneity 
of all umts m the mind of the buyer as the test of what consti- 
tutes a commodity, we should have to adhere to this defini- 
tion 

However, it must be obvious that certam commodities under 
the above definition will be much better substitutes for one 
another than less similar commodities For instance, the same 
brand of corn flakes as sold by different stores m a community, 
or different brands of corn flakes as sold by the same store, 
would all be better substitutes for one another than would any 
bland of rolled oats sold by any store For this reason there 
will be conditions of demand and supply that will have great 
importance in determmmg the general average price of corn 
flakes in the community, regardless of the fact that prices 
charged by the different dealers for different brands may differ 
slighdy When we are thinking of these general forces of de- 
mand and supply, we will find it convenient to think of corn 
flakes in general as bemg a commodity It is in this sense that 
the term commodity is ordinarily used in common speech To 
define a commodity in this sense, we should have to say that 
It was a group of products surrounded by a gap in the chain of 
possible substitutes ® 


® Robinson, Joan, 'Economics of Imperfect Competition, p 4, The Macmillan Co , 
London, 1934 
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The following table will illustrate both definitions 


Commodity 
by Second 
Definition 


" Commodity by pX” Corn Flakes as sold by 
fiist definition [ Brown’s Corner Grocery 


Close 

substitutes 


'“X” Corn Flakes as sold by 
other dealers m community 
Other brands of corn flakes sold 
by Brown’s Corner Grocery 
Other brands of corn flakes sold 
by other dealers in community 


Gup 


Less close 
substitutes 


Distant 

substitutes 


More distant 
substitutes 


'Other kinds of dry cereals 

(Shredded Wheat, Puffed Rice, 
Rice Cnspies, and so forth) 

(a) Sold by Blown 

(b) Sold by other dealers 

'Various kinds of cooked cereals 
(Rolled Oats, Wheatena, and so 
' forth) 

(a) Sold by Brown 

(b) Sold by other dealers 

{ Other foodstuffs (eggs, meat, veg- 
etables, and so forth) 


Still more dis- 
tant substitutes 


'Other uses for the consumer’s 
money (clothing, movies, gaso- 
- line, and so forth) 


Most distant investment and 

substitutes [ savings 


Unfoitunately, the gap in the substitutes for some com- 
modities will not be so ckarly marked as it is in the above 
case However, the prmciple will usually still apply When 
we speak of the demand for the product of an individual seller 
under imperfect competition, it is the first definition of com- 
modity or product that we have in mind Conversely, when 
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we speak of the general market demand for a commodity, it 
IS the second definition of commodity with which we are con- 
cerned 

This brings us to the definition of a market A mar\et for 
a commodity may be defined as the area in which buyers and 
sellers of the commodity are m communication with one 
another, and an area m which exchanges take place There 
need not be any specific market place m which exchanges are 
carried on, although these market places do exist for many 
commodities The area which will comprise the market 
vanes from one commodity to another For some commodities 
such as wheat, rubber, and the principal metals, the market is 
world-wide For some other commodities there are local mar- 
kets that are more or less mdependent of one another If we 
are thmking of our first definition of commodity, the market 
for the mdividual seller will be limited to the number of buy- 
ers who can be induced to trade witlr him by the prices that 
he charges or the services that he renders If perfect competi- 
tion exists, the price of a commodity cannot differ between dif- 
ferent parts of the market for any length of time by more than 
the costs of transportation, if buyers and sellers have full 
knowledge of market conditions 

Classtficatton of Monopoltsttc and Competitive Situations'' 

Now that we have the concept of product differentiation m 
mind, It might be appropriate to define and classify the dif- 
ferent monopolistic and competitive situations which may 
exist 

1 Monopoly is a situation m which there are no close si^- 
stitutes for the product of a single firm, or, we might say that 
the monopolist competes with other firms for the consumer’s 


This section is partly an adaptation from and partly a disagreement with the article 
by Fritz Machlup, “Monopoly and CompetiUon A ClassihcaUon, American Economic 
Review, Vol XXVII, No 3, September, 1937 
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dollar only, and that the substitute products offered by other 
firms or industries are such poor or remote substitutes for the 
monopolist’s product that he formulates his price policy with- 
^ ©ut considering any one of them individually as a competitoi 
^ 2 Duopoly IS a situation in which theie are only two firms 
producing either a standardized product or two products 
which are only slightly differentiated (Complete oi perfect 
product differentiation would force us to classify the firms as 
two separate monopolies, rather than as a duopoly ) 

3 Oligopoly is a situation in which there are so few sellers 
that each of them is conscious of the results upon price of the 
supply which he individually places upon the market There 
are several important sub-types.® 

(a) Oligopoly with standardized products (may be called 
pure oligopoly) 

(b) Oligopoly with differentiated products (a special case 
under monopolistic competition) 

(c) Price leadership is a situation in which one or more 
large firms base their price and output policies upon the as- 
sumption that these policies will directly affect their own 
returns Alongside these “leaders,” there will be a large num- 
ber of small firms which might be competitive in the absence 
of the large firms but which either “follow the leader” in 
setting their prices or at least wait until the leaders’ prices are 
announced and then use these prices as a pomt of departure 
in settmg their own prices Price leadership may exist ac- 
companied by either standardized or differentiated products 

4 Competition with differentiated products (monopolistic 
competition) 

sSee Hotfman, A Monograph No 35, pp 15-58, Large Scale Oigamzation 
in the Food Industries, Temporary National Economic Committet, 76th Con 
gress, 3rd Session, for a number of examples of actual cases of vinous kinds of 
oligopoly and price leadership The reader will find that most of these cases arc 
borderline cases which might fall in one classification or the other The effort to 
classify them, nevertheless, will well repay the reader’s time m attaining a more 
exact knowledge of what is "implied m each concept. 
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5 Competition with standardized products (pure competi- 
tion) 

The reader should be very careful to distmguish between 
pure and perfect competition Perfe ct comp etition, as defi ned 
by various writers, mcludes the following 

= — - j 

\j\. A perfect market ^perfect knowledge by both buyers and 
sellers, ancl^erfect freedom of movement of the commodity 
and/or of buyers and sellers~Eefween different parts of the 
market 

2 Perfectly elastic supply of the factors of productio n (All 
units of all factors do not have to be perfectly fluid or mobile. 
It IS sufficient if a certain part of the supply of each factor is 
able to move m order to achieve the assumed result, that is, 
that the prices of equal factors will be equal m different uses ) 

There are four possible ways in which competition of var- 
ious types may be combmed Competition may be 

' 1 Perfect but monopolistic, perfect as defined above, but 

accompanied by product differentiation 

2 Pure but imperfect, standardized product sold in an im- 
perfect market or produced under conditions of less than per- 
fectly elastic supply of factors to individual firms or to the 
mdustry 

3 Monopolistic and imperfect, product differentiation plus 
an imperfect market and/ or imperfections in the supply of fac- 
tors of production 

4 Pure and perfect, standardized product, plus perfect com- 
petition as defined above 

The above classifications have been mserted here as a con- 
venient reference for the reader The definitions are not ex- 
hausuve, but rather consist of a skeleton upon which we shall 
attempt to hang more meat in subsequent discussion Even 
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so, we must recognize that many of the competitive or monop- 
olistic situations which we encounter in actual life are border- 
line cases, and the classification in which the industry is placed 
depends upon the judgment of the obseiver 



CHAPTER IX 


Supply of Goods and Market Price 

TN THE preceding chapters we have been trying to answer 
^ the question, “Why are people willing to pay the prices 
that they do pay for goods In this and the chapters imme- 
diately following we shall be more concerned with the ques- 
tion, “Why do buyers have to pay those prices To answer 
this question, we must examme the motives of the sellers and 
find out what governs the prices that they charge 

Motives of Sellers 

As a first assumption, we shall take it for granted that all 
sellers are trying to obtain the greatest possible amount of net 
profits, or "if profits appear impossible of attainment, that they 
wHTattempt to mmimize their losses With only some few 
minor exc^^ons. It is this motive that animates all sellers 
In this respect the monopolist is not dilferent from the com- 
petitive seller The mere fact that the monopohst may charge 
higher prices than those that would be charged by competiuve 
dealers is no evidence of a difference m motives It is evidence 
only of a difference m opportunity The competitors would 
charge just as high prices as the monopolist does if they 
were able Only competition among themselves prevents com- 
petmg sellers from charging such prices Indeed, whenever 
the circumstances seem to warrant it, we find people who were 
formerly competitors attemptmg to combme among themselves 
m various forms of “trade agreements” to nullify the effects of 

12? 
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competition We shall assume, then, that the motive of max- 
imizing profits or minimizing losses is the underlying motive 
that influences all sellers In ordei to indicate ivhat puce poli- 
cies sellers will try to follow, our task will be to show what con- 
ditions will govern the point of maximum profits or minimum 
losses 


Penods of Supply 

There are three different periods of time foi which the con- 
ditions of supply must be considered separately The first 
period, called mar\et supply, relates to the sale of goods al- 
ready produced and in existence * The second peiiod is re- 
lated to the production and sale of goods by means of plant 
and equipment aheady in existence and is called the dwtl-tun 
period The length of this second period vanes consider- 
ably from one industry to another The third pciiod, usually 
called the long-run period by economists, takes into account the 
manufacture of new plant and equipment either to icplace 
existing plant and equipment or to add to present pl,int capacity 
It also takes into accoupt the length of time necessary for old 
plants to wear out, when contraction of output is desired 

We shall consider first the conditions of supply m the fiist 
period, usually called instantaneous or market supply Fpr 
goods which are already produced, there is no absolute min®^ 
mum price below which all sellers would refuse to sell It is_ 
true, of course, that the seller would like to recover what the 
goods cost him Indeed, he would like to obtain as much 
' above that cost as possible But as we have seen, it is the con- 
ditions of demand that determine the amount of a good wkeh 
will be taken from the market at various prices If the condi- 
tions of demand are such that buyers will not take, at the puce 
the seller would like to cliarge, the full amount of whch he 
would like to dispose, the seller has no choice but to lover his 
price or fail to sell all that he would like to sell W ith ani ven 

* Specialized goods such as automobiles^ however, will lose value more r*udly 
than standardized goods 
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demand, the eagerness of the seller to dispose of all or part of 
his goods IS then the only factor that will govern the price that 
he will charge m the market for the goods he has on hand 

Sellers’ Reservation Prices 

If goods which are not sold now, at this instant, could never 
be sold m the future, the prices which sellers would be willmg 
to take would be extremely low With most goods, however, 
there is usually a possibility of waiting until later m the day 
or until some future day and disposing of them at the prices 
which then prevail Consequently every seller will have a 
reservation pice'- for his goods Rather than sell below this 
reservation price, he will be willing to wait and to take a chance 
on selling his remaining stock of goods at future prices There 
are certain general principles governmg the upper limit of these 
reservation prices that we shall now proceed to explain 

Usually, the more perishable the commodity, the lower will 
be the reservation price If the reader will visit one of the 
large produce markets on a Saturday night, he will find the 
dealers in strawberries and other perishable commodities offer- 
ing them for extremely low prices rather than have them 
spoil over the week end The prmciple of greatest gam or 
least loss nevertheless operates here also For mstance, if a 
dealer has 100 quarts of strawberries left, and in the two hours 
during which the market is to remam open he estimates that 
he could sell either the entire 100 quarts at 5c a quart, or 60 
quarts at 10c, he will choose the latter course Even though 
40 quarts would spoil and have to be thrown out, he would be 
better off receivmg |6 00 for the 60 quarts than if he received ‘ 
55 00 for the entire 100 sold at 5c each ^ 

Wit h goo di that are less perishable, one of the most impor- 

1 hs far as X am able to determine, tbis term originated with Professor H J Daven- 
port, although other authors have used the term teserve puces, perhaps with priority 

2 This IS another example of a conflict between individual and community 
economic welfare 
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tant elements in determining the reseivation puce is the seller’s 
estimate of what he thinks the future price will be Goods 
which are held over from the present will have to compete 
with a new supply of goods on the market in tlie future period 
Consequently if the sellei knows or believes that costs of pro- 
duction for his product are falling, he will tend to place his 
reservation price lower than would otherwise be the case, since 
his goods, if held foi the future, would have to compete with 
others produced at lower cost The reverse situation would be 
true m the case of anticipated rising costs Similarly, if he be- 
lieves that demand will decrease in the future, his reservation 
^ price will be low, if he believes that demand will increase, his 
, reservation price will be high 

Another closely related factor is the anticipated length of 
time the goods will have to be held befoie they can be sold at the 
estimated future price The carrying charges will determine 
the advisability of waiting for higher prices in the futuie or of 
sellmg at present prices For instance, suppose I hold a stock 
of wheat, the present price of which is 95c per bushel I am 
sure that three months from now wheat will sell for $1 00, 
however, it will cost me 3c per bushel per month in interest 
and warehouse charges to hold the wheat I would be better 
off selling now, because, even though I could obtam 5c a bushel 
more three months from now, it would cost me 9c a bushel to 
hold the wheat till then If it is anticipated that the future 
price will be lower, the carrying charges are an added incentive 
to lower the present reservation price 
"Still another factor influencing reservation price will be the 
seller’s need for cash If the banks are pressing him to repay 
loans, or if he has other bills which must be met, he will be 
more eager to turn his stock of goods on hand into cash Con- 
sequently he will have lower reservation prices for the stock 
than would otherwise be the case 
The length of time it will take for a new supply to reach the 
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market will also have a bearing on reservation prices If, for 
mstance, there is an extreme scarcity of a certam agricultural 
crop, sellers may feel free to hold out for high prices until 
threatened by the approach of a new harvest On the other 
hand, if there is a temporary scarcity m a manufactured article 
that can be quickly reproduced, dealers would do well to dis- 
pose of their stocks quickly while the high prices contmue 

Effect of Monopohsttc Competition on Reset cation Prices 

Product differentiation may act as a partial deterrent to both 
extremely high and extremely low reservation prices For m- 
stance, during times of high prices that appear to be only tem- 
porary (for example, in a town surrounded by a flood), dealers 
may hesitate to exact the last possible nickel from their cus- 
tomers for fear of losing good will On the other hand, when 
prices m general are fallmg, the seller of a differentiated prod- 
uct may not drop his reservation prices as rapidly or as far as 
he would if pure competition existed He will recognize that 
many of his customers are held to him by considerations other 
than price Furthermore, if the products of his competitors 
are also differentiated, he will not be able to attract so many 
buyers to himself by a small cut'm his price as would be the 
casejmder- pure competition 

The more perfect the degree of monopoly m a commodity 
(that IS, the fewer and poorer close substitutes there are), the 
stronger will be the tendency for the monopolist to keep his 
reservation price high» If there are no adequate substitutes 
for his product, those people who are deterred from buymg 
by a high price will spend their money for entirely different | 
kmds of commodities Under these circumstances, if the want * 
for the good persists, the monopolist can rely on being able 
to dispose of his stock of goods eventually, the only effect of 
a high price will be to slow down the rate at which he can dis- 
pose of his stock On the other hand, if there are fairly close 
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substitutes for a commodity and the seller charges a high price, 
buyers may turn to the substitutes to satisfy their want In this 
case the seller may lun the iisk of a permanent loss of business, 
and he may be threatened with the possibility of having to ac- 
cept a much lower price for his stock later on 

Different Reservation Prices for Parts of Stocks 

Another element must be taken into consideration in connec- 
tion with reservation prices, the leservation price for a part of 
the seller’s stock on hand may differ from that for the en- 
tile amount For instance, the dealer who is haid pressed for 
cash might be willing to sacrifice a part of his stock at a very 
low price, but once his most pressing needs are met, he would 
prefer to hold on to the balance in hopes of a better market 
Also, a seller who believes that the price will be higher in the 
future may not be willing to take a chance on that belief with 
his entire stock He will therefore sell a part of his stock for 
what It will bring at present and hold on to the remainder 
(This IS a common practice with certain wheat farmers ) The 
amount of storage capacity which a seller has may be a factor 
in such a decision, he might be willing to sell at a low price 
the excess amount which he could not conveniently store, but 
It would require a higher price to make him part immediately 
with that amount for which he has available storage capacity 

A different reservation price for part of a stock may also be 
due to the seller’s own demand for the product for his own 
use Thus, if a seller has need for his own product, it may 
take a higher price to induce him to part with all of his stock 
than the price at which he might be willing to sell that part of 
the stock which constituted a surplus over his own needs The 
price which will be required to induce him to part with that 
portion of the stock which he could use himself will depend 
upon the relative intensity of his desire for his own product as 
compared to the intensity of his desire for the various other 
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products which he might purchase with the money received 
from sellmg his own product 

While past cost should have no effect in determming reserva- 
tion prices, nevertheless it does influence some dealers They 
have paid too high a price for goods m the past and are re- 
luctant to admit that they have made a mistake, or that they 
have been poor price forecasters Such mdividuals very often 
keep a stock of goods on hand for a considerable length of 
time, refusing to sell for a price below cost Quite often the 
result of this obstinacy is that they take a greater loss In the 
end Either the price drops further and they take a greater 
loss, or, even if the price remains constant, they take a loss in 
interest and storage charges for the length of time that they 
hold on to the goods Knowledge of when it is best to take 
a small loss m order to avoid a greater loss is one of the most 
important attributes of successful dealers 

Supply Defined 

With the prmciples underlying these reservation prices m 
mind, we are prepared to analyze the conditions of mstan- 
taneous or market supply of goods We shall consider first the 
case of pure competition We may define supply as a schedule 
of the amounts of a good that would be offered for sale at all 
possible prices at any one instant of time, or during any one 
period of time (for example, a day, week, and so on, m which 
the conditions of supply remain the same) I 

Considering the factors mentioned above, we can easily see 
that most sellers are apt to have different reservation prices 
Of those sellers who believe that the future price will decline, 
some will be more pessimistic than others and consequently 
will have lower reservation prices Of those sellers who be- 
lieve the future price will rise, some will be more optimistic 
than others and will have higher reservation prices Certain 
sellers will be hard pressed for cash, others will not Some 
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will have ample storage capacity, otheis will not Hence, 
starting with the lowest reseivation price which any dealer is 
w illin g to accept, each possible price above it will satisfy more 
dealers who are willing to offer part or all of then goods for 
sale This brings us to a statement of the first law of supply 
which IS" under the same conditions of supply, the amount 
which IS offered for sale will vary directly with the price The 
higher the price, the greater will be the amount of a good of- 
fered for sale Once the entire stock in existence is offered for 
sale, however, it is obvious that still higher prices will be able 
to brmg forth no more goods to be offered for sale From this 
point on the supply curve would be peifectly inelastic, and the 
remamder of the curve would be represented graphically by a 
vertical straight Ime ’ 

We are now prepared to draw up a demand schedule and 
a supply schedule for the same product to show die action of 
competition in determining a market price 

ASSUMED DEMAND AND SUPPLY FOR WHOLESALF MARKET 
92 SCORE BUTTER AT CHICAGO JUNE 19, 19— 


Demand Schedule 


Supply Schedule 

Amount that Would 

Prices 

Amount that Would 

be Purchased 

(Cents per 

be Offered 

(Pounds) 

Pound) 

(Pounds) 

300 

31% 

3,400 

500 

31% 

3,250 

700 

3iy4 

3,100 

900 

31 

2,900 

1,150 

30% 

2,750 

1,400 

30% 

2,500 

1,700 

30% 

2,250 

2,000 

30 

2,000 

2,350 

29% 

1,750 

2,750 

29% 

1,350 

3,250 

29% 

1,000 

3,750 

29 

500 


® The extreme upper limits of such a curve might even turn backwards toward the 
y axis and become negatively elastic For example, a farm wife selling butter or eggs 
might find that at an extremely high price for her product she could obtain the otlier 
goods that she needs without sacrificing so much butter and so many eggs from her 
own table Thus a very high price might cause her to oficr for sale a smaller rather 
than a greater amount of butter or eggs 
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Mar\et Puce Determination 

The above schedules show the amounts that buyers would be 
willing to purchase and the amounts that sellers would be will- 
ing to offer for sale at the various prices listed m the second 
column of the table From these schedules we can readily see 
that the market price for butter will be 30c, since at that price 
the market will be cleared that is, at a price of 30c the amount 
offered for sale will be equal to the amount purchased Two 
thousand pounds will be exchanged, and there will be left no 
unsatisfied buyers or sellers willmg to do business at 30c 

That no other price, under perfect competition would be 
possible with these particular demand and supply schedules 
may be easily demonstrated The proof of this is very simple 
assume, for a moment, a price of 3114^, at this price, buyers 
would be willing to take only 500 pounds, while sellers would 
be w illin g to offer 3,250 pounds for sale All of these sellers, 
rather than lose a sale, would then cut their price down to their 
minim um reservation price as mdicated m the supply schedule 
Although buyers would be willing to pay 3114c per pound for 
500 pounds of butter if they had to, they would, of course, be 
delighted to obtam this amount at a lower price Conse- 
quently, when they find a number of sellers competing for their 
order and willing to cut prices to get it, they will hold off in 
an effort to obtain the lowest possible price for the amount that 
they wish to buy On the other hand, each cut m the prices 
by the sellers will attract more buyers mto the market who are 
willing to purchase more At the same time, with each cut in 
price, some of the amount previously offered for sale is 
withdrawn from the market as the price falls below the reser- 
vation price of any of the sellers This process would continue 
until the price of 30c is reached At this price there is no 
further mducement for sellers to cut prices, since they can sell 
all that they wish to sell (2,000 pounds) at that price. 

An analogous proof can be advanced to show that no price 
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below 30c would be a possible market price under the given 
conditions of demand and supply Assume a price of 29c 
At this price sellers would be willing to offer only 500 pounds 
for sale, but buyers would be willing to purchase 3,750 pounds 
The buyers, lather than go unsatisfied, will start to make of- 
fers in excess of 29c While some sellers have reservation 
prices so low that they would be willing to sell 500 pounds at 
29c per pound, they will be delighted to get more if they can, 
they therefore hold out for the highest offer when they find 
buyers bidding against each othei for their goods Each in- 
crease in price offered, however, now attracts more sellers 
mto the market as their reservation prices are reached At the 
same time, each increase in price causes some buyers to 
withdraw from the market as the price goes above the amount 
they are willmg to pay This continues until the price of 
30c is reached At this price there is no further inducement for 
buyers to bid higher for the product, since they can buy all 
that they wish (2,000 pounds) at that price Thus we have 
shown that, under the given conditions, the price can be neither 
higher noi lower than 30c Proof can also be shown by a 
diagram 

In Diagram 1, D'D' is the demand curve, d'i' is the supply 
curve, and PM represents market price At this price the 
amount purchased is AP and die amount offered for sale is 
also AP. Amount purchased equals amount offered for sale, 
and the market is cleared Market price is an equilibrium 
price 

At any higher price (represented by PN'), amount purchased 
will be jBi? and the amount offered for sale will be PC. The 
amount offered for sale is in excess of the amount that will be 
purchased, and the tendency will be for a lower price to be 
established PN is not an equilibrium price 

At any price lower than PM (represented by TC/), the 
amount that would be purchased is represented by DP and 
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the amount that would be offered for sale by DE The 
amount that would be purchased is in excess of the amount that 
would be offered for sale^ and the tendency is for a higher 
price to be established TU is not an equilibrium price. 


F 



Diagram 1 — Assumed Demand 
and Supply Curves for Whole- 
sale Market 92 Score Butter at 
Chicago 9 00 A M June 19, 1936 

Marginal Buyers and Marginal Sellers 

Note that there are two general forces at work in establish- 
ing market prices Competition among buyers tends to force ^ 
prices up, competition among sellers tends to force prices 
down The important individuals m establishing the exact 
market price are the marginal buyers and the marginal sellers ^ 


^ Since each buyer has his own demand schedule, any or all buyers may be marginal 
buyers with respect to a small part of their purchases That is, they will continue to 
buy more up to the point where the marginal utility of the good is just equal to the 
marginal utility of the money they must part with to obtain the last units Or, under 
indifference curve analysis, they will buy up to the point where the marginal rate 
of substitution of the commodity for money equals the price ratio If the price rises 
they will buy fewer units These units are then marginal units m respect to the 
price, and are as important in determining price as the units purchased by those buyers 
who would leave the market entirely if the price rose 

On the sellers’ side the same thing may be true If some sellers have*a different 
reservation price for a part of their stock, the units that they would refuse to sell 
at a price lower than the market price are marginal units as well as those units offered 
b/ seller? who would withdraw completely from the market if the price should falh 
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The marginal buyers at any given price are those who are 
just induced to buy at that price and who would refrain from 
buying if the price were the least bit higher In order to in- 
clude the marginal buyers m the market and to sell to them, 
the sellers must compete with one another to make the 
price sufficiently low Since only one price can prevail at 
one time m a perfectly competitive market for a commodity, 
other buyers who would have been willing to pay higher 
prices, if they had to, are benefited by the fact that sellers 
must put their prices low enough to attract the marginal 
buyer 

The margmal sellers are the ones who are just induced to 
sell at the market price, and who would refuse to sell at any 
lower price In other words, their reservation price is just 
equal to the market price Other sellers whose reservation 
prices are lower would be willing to sell for less, but, since the 
buyers must offer a price sufficiently high to attract the maiginal 
sellers mto the market, the other sellers (sometimes called the 
intramarginal sellers) are enabled to obtam the same price for 
themselves 

For die true market price to be established immediately, there 
must be a perfect market We have already defined pure com- 
petition as a condition m which there is no product differen- 
tiation and m which there is a sufficiently large number of 
buyers and sellers so that none of them mdividually can domi- 
nate the market 

The lequirements of a perfect market are that all buyers and 
all sellers be perfectly acquamted with all the conditions both 
of demand and of supply Obviously such a perfect market 
has never existed and never will The primary markets for 
certain agricultural products and minerals do at times show a 
remarkable degree of close approximation to the conditions 
of a perfect market Most markets, and more especially retail 
markets, are characterized by a large and varying degree of 
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Ignorance of market conditions on the part of both buyers and 
sellers 

In the absence of perfect market conditions, the true market 
price will not be attamed immediately In actual practice 
there will be a few scattered sales at prices either above or below 
the true market price until, by a process of trial and error, the 
buyers and sellers discover the true market price at which the 
bulk of the exchanges will take place 



Changes in Demand and Market Price 

We must now consider the effect of changes in demand upon 
price We shall assume, for the moment, that the supply 
schedule remams absolutely unchanged while demand is 
changmg ® 

In Diagram 2, DD is the demand curve, SS is the supply 
curve, PM is the market price, and OM (equal to AP) is the 
* amount sold, as in Diagram 1 two pages back 


1 his condition is possible under pure competition but t 2 ot under a perfect market 
Pci leer knowledge by both buyers and sellers must assume that sellers would 
simtarcoti^ly revise their reservation prices to take account of the change m demand 
Thus we could not have a change in demand without at least some change in supply 
Since demand and supply are thus not independent of one another, we have to re- 
serve this question for general equilibrium analysis 
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Now let us assume that demand inci eases The new de- 
mand curve IS D'D', CE is the new market puce (highti than 
PM), and OE (equal to BC) is the new amount purchased 
(greater than OM) 

Or, assume that demand decreases The demand cuive may 
then be represented by D"D", GH will be the new market 
price (lower than PM), and OH (equal to FG) will be the 
new amount purchased (less than OM) 

It will be noticed in Diagram 2 that, as demand increases, 
price and quantity exchanged both increase With a given in- 
crease in demand, the question — ^Which increases in greater 
proportion price oi amount exchanged ? — is dependent on the 
elasticity of supply In the limiting case of perfectly clastic 
supply (supply curve a horizontal straight line) any increase 
in demand would result in an increase in quantity exchanged 
with no increase in price In the other limiting case of per- 
fectly inelastic supply (supply curve a vertical straight line) 
any increase m demand would result in an increased puce with 
no increase in quantity exchanged Within these two limits, 
we are now prepared to formulate a proposition concerning one 
of the influences of demand and supply on market price 
Other conditions remaining unchanged, an inciease m demand 
has a tendency to increase both price and quantity exchanged, 
and a decrease in demand has a tendency to decrease both price 
and quantity exchanged With a given change in demand, 
the more elastic the supply, the less will be the proportionate 
change in price and the greater the pi oportionate change in 
quantity exchanged The less elastic the supply, the greater 
will be the proportionate change in price and the less the pro- 
portionate change in the quantity exchanged (The same 
change in demand with different elasticities of supply is shown 
in Diagram 3. 
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Amotmt 

Fig 1 — ^Increase in Demand 
WITH Elastic Supply 


Y 



Fig 2 — Same Increase in De- 
mand WITH Inelastic Supply 


Diagram 3 — Changes m Demand with Elastic and Inelastic Supply 


Changes an Supply and Market Price 

Wc now turn to the effect of changes in supply upon price 
We shall assume in this case that the demand schedule re- 
mains absolutely unchanged while supply is changing ® 

In Diagram 4, DD represents the demand curve, SS the 
supply curve, PM the market price, and OM the amount ex- 
changed, as m the other diagrams 
An increase in supply will be represented by a movement 
of the supply curve to the right to the new position represented 
by S'S', Note well that an increase m supply is shown by 
a shift of the supply curv^o the right on the diagram, an d 
a decrease in supply by a shift to the left A movement to the 
right represents an mcrease in supply because it shows that 
at the same prices represented on the old supply curve, greater 
amounts will now be offered for sale The mere fact that 
parts of the curve S'S' lie below the curve SS should not confuse 
the reader into calling the movement from SS to S'S' a decrease 
in supply The reason why S'S' lies below SS is that it mdi- 
cates that for the same amounts dealers are now willmg to 

® The same limitation to pure competition as was stated in the previous note applies 
here 
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accept lower prices, which is, of course, perfectly consistent with 
the concept of increased supply 
S'S', then, represents the new position of the supply curve 
after supply has increased, CE is the new market price (lower 
than PM), and OE is the amount exchanged (greater than 
OM) 

A decrease m supply is represented by a movement of the 
curve to the left The new supply curve is now S''S" GH is 
the new market price (higher than PM), and OH is the 
amount exchanged (less tlian OM) , 

In Diagram 4 note that, as supply increases, price declines, 
while amount exchanged mcreases With a given increase m 



Diagram 4 — Changes in Supply 


supply, the proportionate decline in price and the proportionate 
increase m amount exchanged will depend on the elasticity of 
demand In the limiting case of perfectly elastic demand (de- 
mand curve a horizontal straight line), any increase in supply 
will brmg no declme in price, but only an increase in amount 
exchanged In the other limiting case of perfectly melastic 
demand (demand curve a vertical straight line), any increase 
in supply will result m a decline in price but no change m the 
amount purchased Within diese two limits we are now pre- 
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pared to formulate a second proposition concerning the in- 
fluence of supply and demand on market price Other condi- 
tions remaining unchanged, an increase m supply will have a 
tendency to decrease price, and to increase quantity exchanged, 
a decrease in supply will have a tendency to increase price, and 
to decrease quantity exchanged With a given change in sup- 
ply, the more elastic the demand, the less will be the propor- 
tionate change in price and the greater the proportionate 
change in the amount exchanged 'The less elastic the demand, 
the greater will be the proportionate change in price and the^ 
less will be the proportionate change in the amount exchanged/’ 

f4dar\et Price When Demand and Supply Both Change 

The principles we have developed above may be applied to 
cases where demand and supply are both changing Combin- 
ing them, we arrive at a further set of prmciples 

1 When both demand and supply are changing in the same 
direction, the tendency will be for each to o^set the e’ffect of 
the other on price and to intensify the effect on quantity ex- 
changed Thus a decrease in supply tends to raise price and 
to decrease quantity exchanged A decrease in demand tends 



Fig 1 — Inceease in Supply Fig 2 — Same Increase in Supply 

WITH Elastic Demand with Inelastic Demand 

Diagram 5 — Changes m Supply with Elastic and Inelastic Demand 



146 SUPPLY OF GOODS AND MARKET PRICE 


to lower price and to deciease quantity exchanged When 
both occur together, they tend to cancel each other in their 
effect on price, but both will be contributing to effect a decline 
in quantity exchanged 

2 When both demand and supply are changing tn the 
same direction but one changes more than the other, the curve 
which changes more will exercise the greater influence, but 
its effect on price will be less and its effect on quantity ex- 
changed will be greater than it would be if the other curve had 
remained unchanged Thus an increase in demand would 
tend to increase both price and quantity exchanged An in- 
crease in supply would tend to decrease price and to increase 
quantity exchanged If the supply increases by more than the 
demand, the effect of the change in supply will overbalance the 
change of demand and price will fall, but it will not fall by as 
great an amount as it would if supply increased alone The 
effect of the increase m demand upon quantity exchanged will 
reinforce the effect of tlie increase in supply upon quantity, 
and the quantity exchanged will be greater than if supply had 
mcreased alone 

3 When both demand and supply are changing in oppo- 
site directions, the tendency will be for each to intensify the 
effect of the other on price and for each to counteract the ef- 
fect of the other on quantity exchanged Thus, an increase in 
demand will tend to mcrease both price and quantity ex- 
changed A decrease m supply will tend to mcrease price and 
to decrease quantity exchanged When both occur together, 
both will be contributmg to mcrease the price, but they will 
tend to cancel each other m their effect on quantity exchanged 

4 When both demand and supply are changing in oppo- 
site directions, but one changes more than the other, the cui ve 
which changes more will exercise the greater influence, but 
Its effect on price will be greater and its effect on quantity will 
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be less than would be the case tj the other cmve had remained 
unchanged. Thus, a decrease in demand would tend to de- 
crease both price and quantity exchanged An mcrease in sup- 
ply would tend to decrease price and to increase quantity ex- 
changed If the mcrease in supply is greater than the decrease 
in demand, price will fall by a greater amount than if supply 
had increased alone The change m supply bemg greater, the 
tendency of the mcrease in supply to mcrease the quantity ex- 
changed will overbalance the tendency of the decrease m de- 
mand to decrease quantity exchanged, and quantity exchanged 
will mcrease, but it will not mcrease by as great an amount as 
It would have if supply had increased alone 
We have not mentioned the effects of the elasticity of the 
curve that changes, because no simple general rules can be 
drawn to cover the situation When demand increases or de- 
creases, parts of the new demand curve may be more elastic 
and parts of it less elastic than the correspondmg parts of the 
old demand curve For mstance, advertismg may not only m- 
crease the demand for a commodity — ^it may decrease the elas- 
ticity of part of the curve as well, that is, the advertisement 
may not only convmce new buyers that they should buy the 
product, but it may also convmce the old buyers that the prod- 
uct IS so good that they should not give up buymg the same 
amount even at much higher prices 
We have listed m the followmg table several possible changes 
that may take place m supply and demand and the subclassifi- 
cations of different elasticity where applicable It will be a 
useful exercise for the reader to try to apply the rules we have 
given m this chapter to these cases and answer the questions, 
“What will happen to price ?” and “What will happen to quan- 
tity exchange?” m each case Or, the reader may draw the 
diagrams representing some of the cases and find the answers 
to the questions from the diagrams 
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POSSIBLE CHANGES IN SUPPLY AND DEMAND 

1 Demand increases, no change in supply 

(a) Supply elastic 

(b) Supply inelastic 

2 Demand decreases, no change in supply 

(a) Supply elastic 

(b) Supply inelastic 

3 Supply increases, no change in demand 

(a) Demand elastic 

(b) Demand inelastic 

4 Supply deci eases, no change in demand 

(a) Demand elastic 

(b) Demand inelastic 

5 Demand and supply both increase equally 

6 Demand and supply both decrease equally 

7 Demand and supply both increase but demand increases more than 

supply 

8 Demand and supply both increase but supply increases more th m 

demand 

9 Demand and supply both decrease but demand decreases moic 

than supply 

10 Demand and supply both decrease but supply decreases more than 

demand 

11 Demand and supply both decrease but supply decreases less than 

demand 

12 Demand increases but supply decreases more 

13 Demand increases but supply decreases less 

14 Demand decreases and supply decreases equally 

15 Demand decreases but supply increases more 

16 Demand decreases but supply increases less 



CHAPTER X 


Various Forms of Competition and 
Market Price 

W E SHALL reserve a full discussion of imperfect com- 
petition for consideration in connection with cost of 
production, but it will be advisable now to pomt out some of 
the peculiarities of a market in which product differentiation 
exists 


Market Pnce Under Pure CompettUon 

In a purely competitive market/ buyers will have no prefer- 
ences between sellers except as to prices charged Any seller 
who chooses to cut his price below that of the others could at- 
tract all of the buyers to himself. However, even if his reser- 
vation price should be below the market price, he will have no 
inducement to drop his own price below that of the market 
since It is one of the conditions of pure competition that any 
one individual seller can dispose of his entire stock without 
depressmg the market price As we have seen in the last chap- 
ter, sellers take advantage of the competition between buyers 
to secure the highest price that they can, buyers take advantage 
of the competition between sellers to secure the lowest price 
that they can Movements in the supply curve will occur only 
as all, or a great number, of sellers alter their reservation prices; 


^Chamberlin, E, The Theory of Monopolistic CompettUon ^ pp 16 fi , Harvard 
University Press, 1934 

14 ^ 
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movements in the demand curve will take place only as all, 
or a great number, of buyers change their minds as to the 
amounts they would be willing to take at various prices In-^ 
elasticity of dema nd will be an impoitant factor in ca using 
marke t priS to fall ra^ly only as a large numbei of sellers 
increaselhe jimou nts wlTich fh e^^^ for sale As far as any 
individual seller actmg alone is concerned, he may take it for 
granted that demand is perfectly elastic for all that he cares 
to offer for sale at the existing market price In short, under 
pure competition, any seller who puts his reservation price 
above the market price will sell nothmg at all, on the other 
hand, since his product is identical with tliat of the marginal 
sellers, there is no need for him to accept a lower price than 
all other sellers are willing to take 

Market Price Under Monopolistic Competition " 

In the market for a commodity that is subject to product dif- 
ferentiation, a very different situation exists Competition is 
no longei purely on a price basis Buyeis are now buying a 
combination of the physical product and the “services” which 
I go with It (location of store, packaging, trade-mark, personality 
of salespeople, and so on) If we take an assumed market price 
ior the standardized product as a point of departure for the 
purpose of measurement, we find that different buyers are will- 
’ing to pay various prices above the assumed base, depending 
on the estimate that they have of the value of the services of 
the dealer sellmg the differentiated product Furthciraore, as 
between two differentiated products (that are very close but 
imperfect substitutes for each other) some buyers will prcfci 
the product sold by dealer A to that of dealer B if both aie 

2 Note that while we have paid some attention to the di£ercntiation based on 
persuasive sellmg, most of the conclusions of this chapter would still be valid for a 
perfect mmket with differentiated products Even with pcifcct knowledge on the 
part of buyers, they may still have “a scale of preferences ’ between di^crcntiatcd 
products 
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offered at the same price, others who consider A’s product 
much better than that of B will be willing to buy it even at a 
higher price The amount of difference which these buyers 
will be willing to pay in order to buy from A rather than from 
B will vary from one buyer to another, dependmg on their in- 
dividual estimates of the superiority of ^ as a dealer At 
the same time there will be a different group of buyers who 
consider B’s product to be superior to that of A Some of these 
will buy from B rather than from A if both A and B are 
chargmg the same price, and others will be willing to pay vari- 
ous higher prices in order to trade with B rather than with A 
Still another group of buyers may be entirely indifferent as to 
A and B Whichever dealer is selling at the lower price will 
get their business, and if both dealers aie selling at the same 
price. It will be a matter of chance with which dealer they 
trade It should be noted that these differences between the 
two products need not be real differences subject to any sort 
of exact measurement All that is necessary for them to affect 
the demand curve is that they create a preference m the mmd 
of a buyer, whether such preference is logical or not 
Let us take a specific example Which is the better motor car. 
Ford or Chevrolet, and exactly how much more is the better 
one worth m terms of dollars and cents ? If the reader will go 
to the Ford dealer, the latter will gladly supply him with a 
long list of features m which the Ford is alleged to be superior, 
and if he will go to the Chevrolet dealer, he will be supplied 
with a similarly long list of features m which the Chevrolet is 
said to excel Even two automotive engmeers might be m 
disagreement as to the relative mechanical merits of the two 
cars, since it is not only a question of the merits of each feature 
m Itself (six cylinders versus eight cylinders, different sprmgs, 
oil and gas consumption, and so on), but there is also a question 
as to the importance to be attached to each feature m makmg 
a final comparison between the cars as a whole Even if the 
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two engineers were m agreement as to the relative merits of the 
two cars, they might find it a difficult task to decide what the 
difference was worth in dollars and cents In influencing the 
demand for cars, however, it is not the absolute tiuth oi falsity 
of the dealers’ claims that is important so much as the way m 
which these claims tmpfess the minds of the different buyen 
Even if the mechanical merits of each feature could be objec- 
tively established, the different features would still be of differ- 
ent importance in the mmds of various buyers Foi instance, 
a man who plans to drive only 5,000 miles a year will not attach 
as great importance to low gasoline consumption as a man who 
will drive 50,000 miles, but he might attach much greater im- 
portance to the ability of the motor to start readily aftei long 
idleness in cold weather When it comes to featuies of design 
and appearance, the preference for one car over the other will 
be entirely a matter of individual taste Tall, thin men will 
be concerned about leg room, short, fat men will want wide 
seats Features of appearance that may be considered beautiful 
by one buyer may appear cheap and ugly to another Enough 
has been said to mdicate that there will be one group of buyers 
who consider Fords better than Chevrolets and who would buy 
Fords if they had to pay more for tliem The actual diffci cnees 
which buyers in the group would be willing to pay for a Ford, 
rather than buy a Chevrolet, will vary with the mental estimate 
of each mdividual as to the superiority of the Ford There will 
be another group of buyers who will prefer Chevrolets, and 
different individuals in this group will be willing to pay vari- 
ous higher prices for a CJaevrolet than for a Ford 
Buyers can be mduced to leave one of these groups and to 
buy the car that they do not prefer only as the difference in 
price between the two cars is greater than the difference in 
value between the two which exists in the mind of the buyer 
This, then, constitutes an important difference between price- 
making by individual sellers under product differentiation and 
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under pure competition For, as we have said, under pure 
competition any seller who offers a lower price than his rivals 
will attract all the buyers to himself Under pure c o mp etition 
die demand c urve for the produ ct of the mdividual seller_is 
perfecdy elasti c at the market price Under product differen- 
tiation the demand curve for the product of the individual will 
be less than perfectly elastic at anv price This will have an 
important bearing on the reservation prices which sellers will 
charge 

Under pure competition, we saw that each seller set his res- 
ervation price and then was able to obtain as much above this 
as the market was willing to pay, the actual market price bemg 
fixed at the reservation prices of the marginal sellers Under 
product differentiation, the reservation price becomes the ac- 
tual price at which the goods are sold ® That is, the seller sets 
a price on his product, then the buyers decide how much they 
will buy at that price Instead of bemg able to sell all or as 
much of his product as he wishes at the existmg market price 
(as would have been the case under pure competition), the 
seller is now faced with the fact that the price which he sets 
will deteimine the amount that he individually can sell The 
seller of a differentiated product is really a monopolist m the 
determination of his own price, but the existence of a very 
close substitute for his product exerts a very sharp limitation 
on the amount which he can sell at any given price he decides 
to set 

If two differentiated products are close substitutes for each 
other, we can draw up a complete demand schedule for one 
of them only if we assume that the price of the other remains 
fixed and will not change during the period for which the de- 
mand schedule is constructed Thus, if we assume a price of 


3 The reservation price is also likely to be higher than under pure competition, since 
under monopolistic competition the seller will take declining marginal revenue into 

accountt 
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$700 00 for the Chevrolet Tudor Sedan, we might diaw up a 
schedule of the number of Ford Tudor Sedans which could be 
sold at various prices rangmg from $80000 down to $500 00 
(assuming, of couise, that we can lead the buyers’ minds) 
As the pi ice of the Ford is set lower, each price from $800 00 
on down will attract more buyers away from Chevrolet, since 
the difference in price between the two cars acts to ovci balance 
die difference in estimate of value which exists in the individ- 
ual buyers’ minds As the price of the Ford drops, not only 
will more buyers be attracted away from Chevrolet, but a new 
source of demand will appeal That is, there will be some 
buyers who would not have bought either car at the previous 
higher price who now begin to feel that at various lower prices 
they can afford to buy a car If we were attemptmg to draw 
a demand schedule for Chevrolets, we should have to reverse 
the above process and assume a fixed price for the Ford 

Now let us assume that Mr Heniy Ford has given you the 
job of deteimining the best possible price at which he can dis- 
pose of all or a part of the cars he happens to have on hand, 
let us say that you are trying to get rid of the remaining cais 
of this year’s model before the new model comes out Disre- 
garding the cost of production, you are to decide at what price 
the number of cars sold times the price per car will yield the 
greatest gross mcome Let us see what your problem would 
be 

Deter mtnation of Mar\et Price of a Di^erentiated Product 

First, to make the pioblem as easy as possible, we will assume 
as we did above that the price of Chevrolet will stay fixed at 
$700 00 and that you are able to read the buyers’ minds and to 
draw up the tiue demand schedule based on that assumption 
Now then, startmg at $800 00, each possible price $5 00 lower 
that you might set will attract more buyers away from 
Chevrolet, plus new ones, and enable you to sell more Fords, 
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On the other hand, each $5 00 decline in price will mean a loss 
of $5 00 per car on all the Fords that buyers would have bought 
anyway at the next higher price What will be die best price 
to set? You would solve this problem by finding the price at 
which marginal revenue was equal to zero (sec pages 118 and 
119) — that IS, the price at which the gam m revenue occasioned 
by selling more cars would be just exactly balanced by the loss 
in revenue occasioned by accepting a lower price on the other 
cars which could have been sold at the next higher price If 
we weie able to take our assumptions for granted, the problem 
would be relatively easy 

In actual practice you would not dare to make these assump- 
tions If the price which you set accordmg to the above 
principles should happen to be one that would draw a large 
number of buyers away from Chevrolet, there is no reason why 
you should expect the Chevrolet manufacturer to keep his 
price at $700 00 and stand idly by while you take customers 
away from him He would most likely retaliate by cuttmg his 
own price in order to retam these customers In this event 
you might find yourself selling no more cars, or only a very 
few more, at a lower price, than you could have sold at a higher 
price, and the loss in revenue on the cars which you do sell will 
be a dead loss uncompensated for by any gain in volume of 
sales The only factor that might deter Chevrolet from makmg 
such a cut would be the fear that you might fight back by 
cutting your price still further, and the distaste which the 
Chevrolet Company might have for engagmg in a cosdy “price 
war ” 

There may be, however, a price that you might hit upon, 
which, although it would take some busmess away from Chev- 
rolet, would not take away enough to make it worth their; 


^ Particulaily because this is a situation o£ duopoly as well as product differentia- 
tion 
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while to cut then price to meet youis That is, i£ the piite 
which you happen to set should take away from them only 
one 01 two thousand buyers, they might be willing to lose 
these buyeis lather than cut their price $10 00 pei car if they 
believe that they can stdl sell 100,000 Chevrolets at the old fig- 
ure of $700 00 

The achievement of such a price might be much more feasi- 
ble in the field of low-priced cais than would appear at first 
sight For the purpose of simplicity, we have been tacitly 
assuming above that there was merely a two-sided competition 
between these two cars But actually, of course, Plymouth, 
Dodge, DeSoto, Pontiac, and others will be competing at vari- 
ous price differences Consequently, if the increased business 
which you do at a certain low price is drawn somewhat equally 
from all of them, the loss to any one firm might be so neg- 
ligible that they would not care to retaliate by cutting their 
prices On the other hand, should you appear to be able to 
sell a very great number of cars at a low price, you have no 
assurance that one or all of them will not tiy to imitate you and 
thus cut into your volume of sales 

Now, if you wish to keep your job with Mr Ford very 
long, there is another factor which you must take into con- 
sideration We have been assuming that you are trying to 
dispose of as many of the remaining cars at the best possible 
price tliat you can before the new model comes on die market 
But you cannot afford to neglect the fact that the price you 
set on the remaining cars may have a very important influence 
on next year’s market for Fords If, by setting a low price on 
this year’s cars, you can sell more of them to people who would 
not otherwise have bought Fords at all, this may be all right 
' But if this low price merely mduces some persons to buy Fords 
now who would otherwise have waited and bought the new 
model next year at presumably a higher price, the gam will 
not be nearly so great It might prove to be the case diat you 
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would have been better off selling fewer of the present models 
at a higher price and thus not decrease next year’s busmess 

Another factor enters in this same connection If you make 
a regulai practice of drastic price cuts at the year’s end, a large 
number of buyers may decide that it is to their advantage to 
wait for these low prices, and you will not sell very many cars 
at all at the full new car price This is an example of negative 
time preference m buying (See Chapter XXIII ) 

Fmally, we must remove one other assumption We as- 
sumed at the start that you were able to draw an accurate de- 
mand schedule, provided the prices of other cars remained 
fixed Of course, this will not be the case You can assume 
with reasonable certainty diat you will sell more cars at a 
lower price than at a higher price, but exactly how many more 
you can discover only hy experience Furthermore, the ex- 
perience of one year will be only the roughest and most inac- 
curate guide as to what would happen another year If you 
lower your price, only to find that your sales are not so great 
as you anticipated, it will not ordmarily be possible to restore 
your price and still sell the same amount that you could have 
sold had you held to the higher price m the first place The 
points on a demand curve are alternative, not successive You 
will be still less able to raise your price agam if a competitor 
has cut his price to meet your reduction 

Pecuharittes of Market Puce of Dffferenttated Products 

What may we conclude from all this discussion ? First, that 
the elasticity of demand for a differentiated product is less than 
the elasticity for the individual seller under pure competition, 
because the various differentiated products are not perfect sub- 
stitutes for one another. Second, that if there are only a few 
sellers, each will have to take into account the effect of his 
price policy on his competitors as well as the possibility of re- 
taliation Third, that the seller of % differentiated product 
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must pay attention to the long-run effect of a temporary mai- 
ket price policy, while a purely competitive seller need not do 
so Finally, that once a price has been established for a differ- 
entiated pioduct which appeals to yield a volume of sales that 
\ls at all satisfactory, the sellei will be extremely reluctant to 
change such a price, since he does not know accurately what 
Ins sales would be at a different price, nor what retaliation 
might be expected from competitors 

The regular practice of department stores and other letail 
stores in holding “bargam sales” at cut-rate prices is no excep- 
tion to the above rules, but rather a recognition of them It 
will be noticed that the most extreme slashes in price are on 
clothing and other articles with a very important style factor, 
that IS, goods which, if not sold this season, arc not likely to be 
sold at all Moreover, the extreme reluctance of many women 
to be seen m “last year’s styles” is a reasonable assurance that 
the bargain sale this year will not materially injure next year’s 
business The statement that the store has “overbought” an 
article is often an ambiguous one It is tiue, of course, that 
they bought more than they could sell at the original price 
which they placed on the article, but the real error may not 
have been m buying too much, but m placing too high a pi ice 
on the article at the beginnmg so that they now have so much 
left on their hands that they are forced to “sacrifice” it to make 
room for other goods 

Usually stores are very careful to indicate in their advertising 
the reason for the “sale ” This is done not only m an effort to 
convince the buyer that these actually are “bargains” but also 
to acquaint her with the fact that she need not expect to find 
these same low prices after the “sale” is over It is thus hoped 
that sales resistance to higher prices on “regular-priced mer- 
chandise” will be overcome 

The practice of many grocery and other retail stores that 
handle a wide variety of goods of cutting prices on certam 
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standard articles as '^‘^price leaders” should not be confused 
with ordinary price policy It is the hope of the storekeeper 
that these price leaders will attract people into the store who 
will also buy other goods on which the price is not cut Prop- 
erly speaking, the use of price leaders is a form of adveitismg 
and not a price policy With some exceptions, competitors 
usually do not try to compete on articles used as price leaders, 
but they cut prices on different commodities as price leaders of 
their own 
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Large-Scale Orgamzatton, ComhnaUon 
Monopoly, and Unfair Competition 

QOME authors tieat laige-scale business organization and 
‘^combinatioit'as if the terms were synonymous, and others 
even include monopoly as if its meaning were not different 
from the other two While there may be some few attiibutes 
which are characteiistic to all thiee, we shall keep our tliink- 
mg much clearer if we take the trouble to distinguish care- 
fully between them and to note the principles which are 
peculiar to each Large-scale organization may come as the 
result of combination or it may be simply the result, of the 
steady expansion of a previously small film Large-scale busi- 
ness may be of any degree of competition or monopoly 
Nearly perfect monopolies may exist in an enterprise of any 
size and they may or may not be the result of previous com- 
bination of firms 

Economies of Large-Scale Production 

Ability to take full advantage of the economies of specializa- 
tion and division of labor We assume, of course, that the 
large firm has a big enough market either to absorb its entire 
capacity of output or to keep it runnmg at a reasonably high 
percentage of capacity most of the time The large firm, 
then, will be able to keep each man working at a highly 
specialized task This allows for the development of greater 

1£0 
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skill and speed at the particular operation and avoids the loss 
of time occasioned by changing from one operation to an- 
other ^ 

Ability to use specialized machinery In firms selling a 
large output of a more or less uniform product, it becomes 
possible to do nearly every operation on a machine developed 
to perform that particular operation in the most rapid maimer 
since die machine cost per unit of output will be small when 
total machme cost is spread over a large output Even if such 
machinery is not yet m existence, a very large company can 
often afford to hire engineers to design it In some indus- 
tries which involve veiy few operations (such as papermaking 
and sugar refinmg) the basic machinery may be so costly 
that a firm must operate on a fairly large scale to use machm- 
ery at all 

Ability to pay large salaries foi men of special ability This 
enables the large firm (if it has die judgment to select them) 
to hire the best men for the “key positions” engmeers, divi- 
sion superintendents, sales managers, and so forth 

Ability to obtain lower prices through quantity buying Al- 
most all raw materials are lower priced when purchased m 
large quantities, and freight rates on materials are always 
lower in carload lots Another economy which might be 
classed either with this or with the previous one is the ability 
'to hire a purchasmg agent and to hire experts to test materials 
purchased 

< Ability to utilize by-products Small plants often find it 
necessary to throw away low-valued by-products, _ or even to 
hire someone to carry them away Large plants, on the other 
hand, may have a sufficient quantity of the by-product to en- 
able them to set up a sepaiate plant to process it into some 
readily salable product that will show a profit on the operation 


i See page 213 
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Ability to conduct experimentation and research Large 
films can afford to set up elaborate and expensive experi- 
mental and leseaich departments to develop and test new 
products and new methods of manufacture The Westing- 
house and Geneial Electric Laboratories are conspicuous ex- 
amples of this For a small company a few costly experi- 
ments which yielded negative results would mean bankruptcy 
Large companies are able to hire some of the foremost scien- 
tists and to conduct a tremendously large number of indi- 
vidual experiments *'The law of averages '‘is almost bound 
to give them a few profitable results which will overbalance 
the cost of the failures The experimental method, when it 
IS sufiSciently well financed, may save many of the costs of 
the “trial and error” method The DuPont Company, for 
example, built a “pilot plant” m order to solve most of the 
problems of manufacture before building their large plant 
to manufacture their new “Nylon” textile fibre 

All of the economies we have listed are peculiar to laige- 
scale business enterprises If particular combinations or highly 
monopolistic firms happen to exhibit some of these economies, 
It will be because they are also large-scale businesses, and not 
because they are combinations or monopolies Combination 
of a number of previously small business units may result in 
a large-scale business which is able to achieve the economies 
of large-scale production, but it is the size of tlie business and 
not the mere fact of combmation which is responsible for the 
economies We shall find later some economies which are 
peculiar to combmations and monopolies 

Disadvantages of Large-Scale Business Organization 

Bxtremely susceptible to business cycle The dependence 
on volume of output rendeis the large business subject to heavy 
losses in business depressions when volume of sales declmes 
Large fixed investments mean mostly large fixed costs which 
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cannot be contracted when output has to be contracted The 
high-salaried “key men” will have to be retained if the organi- 
zation IS to be kept intact, their salaries also tend to become 
part of the fixed cost 

Comparatively inflexible Large-scale businesses find it nec- 
essary to develop routme procedure to handle most of their 
minor business decisions and busmess practices This very 
routme places them at a disadvantage m handling many busi- 
ness opportumties which are open to smaller and more flexible 
firms In manufacturing, the large firm is seldom equipped 
to handle small orders, particularly if the specifications are 
even slightly different from their standard products Conse- 
quently, in busmess declmes when large orders are not forth- 
coming, the large firm may be forced to shut down or curtail 
output seriously while smaller firms may be able to keep going 
through their adaptability to meet the needs of particular small 
customers In retail sellmg, opportunities to buy distress lots 
of merchandise and to resell them at a profit often appear 
Large firms may be forced to declme many of these oppor- 
tunities because the quantity of goods is small and because 
It may not be wise policy for them to whet their customers’ 
appetites for goods at bargain puces which they cannot sup- 
ply in sufficient volume to meet the demand 

The extremely large investment in specialized machmery 
means a tremendously heavy cost even to improve and mod- 
ernize the product, to say nothmg of changmg from the man- 
ufacture of one product to another Thus, the large firm 
tends to develop an “mertia” which may tend to keep it man- 
ufacturing the same product m the same way, sometimes for 
a considerable time after the public taste for the product has 
changed 

Limitations of large-scale management This is probably 
the chief disadvantage of large-scale busmess The larger the 
business, the more the authority that must be delegated to 
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minor officials, which leads to the “dilemma of management ” “ 
Either gieat i chance must be placed upon the judgment of 
mmor officials and hence high-salaiied men must be hired, or 
many arbitral y rules must be laid down for their guidance thus 
tendmg to increase the mflexibihty criticized above J 

Economtes of Combination 

As mentioned before, to the extent that combination results 
in large-scale business, it will be capable of effecting the econo- 
mies (and will be subject to the disadvantages) of large-scale 
busmess These are listed above and we shall not discuss them 
fuither There are, however, certam economies and certain 
disadvantages which result from the combination of cxistmg 
business firms There are two major types of combmation, 
horizontal and vertical Horizontal combination is the com- 
bmation of two or more firms m the same stage of the mdustry 
(for example, a combination of a number of blast furnaces 
making pig iron) Vertical combination, sometimes called 
integration, is the combination of two or more firms in suc- 
cessive stages of an industry (for example, the combination 
of an iron mme, a blast furnace, a steel plant, and a structural 
steel works) 

Horizontal Combination 

Elimination of cross-hauling When two or more firms lo- 
cated m different geographic areas are combmed, a consid- 
erable saving m freight costs may be achieved by supplying 
the demands of each region from the factory closest to the 
customer. For example, if two formerly competing firms, 
one located in Chicago and the other in New York, are com- 
bined, the New York firm will no longer ship goods into 
Chicago and vice versa, instead, the Chicago factory will sup- 
ply the Middle Western market and the New York factory 


2 See page 2X4 
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will supply the Eastern states Any firm which is large enough 
to set up branch factories at strategically located points can, of 
course, achieve the same economies Even a large firm, how- 
ever, may find it more convenient to buy out, or merge with, 
an existing firm m a distant territory rather than to set up a 
new plant m that locality to compete with the old firm 

Elimination of duplicate selling expenses When two firms 
are combined, it is no longer necessary to send two salesmen 
to call on the same customer smce one can now do the work 
This does not necessarily mean, however, that if two firms each 
having the same sized sales force are combined, only one- 
half of the previous number of salesmen will be needed Each 
firm may have some customers on which the other has not been 
calling The sales force can be curtailed only to the extent 
that duplication has previously existed The combmed firms 
might be found to have, say, three-quarters of the previous 
total sales force, each salesman covermg a smaller territory 
more mtensively Similar economies may be achieved m ad- 
vertismg expenses to the extent that the two firms previously 
competed for the same market 

Elimination of other duplicated costs The services of pur- 
chasing agents, accounting departments, research departments, 
and other nonmanufacturmg departments may be combmed 
and a considerable reduction m personnel achieved by the 
combination of two previously competmg firms Usually the 
greatest proportionate reduction can be achieved among the 
higher salaried executives in these groups The total amount 
of detail work to be done by clerks and other mmor employees 
may be nearly as great for the combmed firms as it was when 
die two were separate 

Economic utilization of capacity When a fairly large num- 
ber of plants are brought into a smgle combination, it may 
be found that lower costs can be achieved when demand is 
slack by operatmg some of the plants at their optimum, or least 
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cost, output and keeping others shut down entirely, rather than 
to run all the plants at reduced output as would be the case 
under competition It will generally be found too that some 
of the plants have lower unit costs at optimum capacity than 
others When this is the case, production can be confined 
to the lower cost plants m dull times, the highest cost plants 
being operated only at such times as the puce of the product 
warrants 

All of the above economies of combination are predicated 
upon the assumption that an actual operating merger is foimed 
If the combuiation is a mere financial or ownership ariange- 
ment and the identity and operating set-up of the existing 
firms IS retained intact, naturally none of these economies will 
result The actual operating merger achieves economics which 
may be passed on to the public in the form of a lower puce 
of the product if the company so desires, oi if circumstances 
force It to do so The mere ownership merger, without an 
operating merger, may simply be a means of avoiding price 
cutting and maintaining excessive cost structures 

Disadvantages of Horizontal Combination 

Product di'fferentiation as a limit to the possible economies 
of combination When an intensive effoit has been made to 
cieate demand for particular brands of a product, the mere 
fact that the two or more companies combine is not apt to 
make the customers willing to shift from one brand to the 
otlier If one company has been spending millions of dol- 
lars to convince its customers that “dated coffee is the only 
fresh coffee” while another has been spendmg similar sums 
to extol the merits of “vacuum-packed coffee,” and the two 
should happen to combine, it might prove considerably embar- 
rassing to retract the statements of one or the other and pack- 
age coffee m only one way in order to achieve sales economy 
If the separate brands are to be maintained, the sellmg econo- 
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mies achieved by combination may be negligible or nonexist- 
ent Even where the products are in different price classes, 
and so somewhat less directly competitive, this limitation per- 
sists It will be noticed, particularly in the larger cities, that 
General Motors has different sales agencies for every one of 
Its makes of cars This is probably because they have found 
that a dealer who does not care whether he sells a customer a 
LaSalle or a Buick may lose a sale to the dealer who is ener- 
getically selling nothmg but Packards In the smaller towns 
the savings m combming salesrooms and repair departments 
are proportionately great enough to offset this, and one dealer 
often handles two or more makes of General Motors cars 

Essential and important differences m the actual nature of 
the product (as distmct from mere differences in brand names 
and packaging) may make it difficult to achieve the operatmg 
economies of combination as well as the sellmg economies It 
will not be possible to shut down some plants and keep others 
running at best capacity unless a thoroughly standardized 
product IS made by all plants 

Possible hazards in eliminating duplicate employees In 
spite of the statement that “a corporation has no soul,” busi- 
ness firms are somewhat like human bemgs It is not always 
possible to cut two of them up and take parts of each and to 
reassemble an artificial bemg that is as healthy as either was 
before Two business firms may each be moderately success- 
ful as the result of the personnel which each has, without the 
relative merits of the different mmor executives being par- 
ticularly apparent It is entirely possible that the poorer 
rather than the better men will be retamed for most positions 
when the two companies combme Many companies have 
some mefficient employees who are retamed m their positions 
s im ply because of their friendship or relationship with the 
controllmg mterest It is these very men for whom the “boss” 
is apt to say the strongest word when the consolidation takes 
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place Unless the favorites happen to be in exactly corre- 
sponding positions in the two firms, the net result may easily 
be the retention of the inefficient and the filing of the efficient 
Each firm may have been able to carry its own “deadheads,” 
but the combination may smk under the combmed weight of 
the two groups Some odier firm may then take on die good 
employees who are discharged and put the combination out 
of busmess This is an extreme example, neveitheless, we 
have seen many a combination of metiopolitan newspapers 
fail which tried “to retain the best features of each ” 

Economies of Vertical Combination 

Continuous supply of raw materials and other essential con- 
tributory products. The film which is integrated as far back 
as the source of its materials can always be assured of the ma- 
terials It needs to fill orders Particularly in the metal trades, 
when rush business follows a period of slackness in which 
mines have been shut down, serious shortages of raw materials 
occur In such times the firm without its own souice of sup- 
ply may have to pay outrageous prices for raw materials, and 
even high prices may not be sufficient to insure prompt delivery 
when other firms have also ordered Semi-finished products 
and parts may likewise have occasional periods of scarcity for 
the firm which buys rather than controls them “Bottlenecks” 
all along the Ime may be eliminated by a well-planned chain 
of plants in die different stages between the raw material and 
the consumer 

Elimination of selling costs at intermediate stages. In the 
integrated firm there are no selling costs between the raw 
material producer and the first processor, between the first 
processor and the second, and so on, as would have to be the 
case were these successive stages of production separately 
owned The cotton m your shirt was piobably bought and 
resold at least ten or twelve times m some form or other 



ORGANI2ATION, MONOPOLY, COMPETITION 169 

before it reached you On the other hand, the non ore, coke, 
and limestone m structural steel are often sold only twice, once 
to the building contractor and then to the buyer of the buildmg 
Sellmg and advertismg may be dispensed with all along the 
line by vertical combmation 

The claim is often made that the advertismg of parts and 
materials directly to the consumer helps the manufacturer to 
sell the finished product At best such advertising probably 
has only a limited effect and is important only when the fin- 
ished product, or the parts or raw materials, are a compara- 
tive novelty to the public It is hard to imagme today a cus- 
tomer who IS torn between the purchase of two makes -of cars 
because one uses his favorite brand of ball bearmgs and the 
other uses a certam brand of piston rmgs Of course, the 
mtegrated firm can, and sometimes does continue to adver- 
tise the parts manufactured by its component firms, but it is 
remarkable how little of such advertismg it seems to find 
necessary General Motors runs an occasional advertisement 
for “Fisher” bodies, few for “Delco” starting, lightmg and igni- 
tion, and almost none for any other part which is manufac- 
tured by Its subsidiary compames 

Co-ordination of manufacturing processes Where a num- 
ber of plants are united m a vertical combmation, each can be 
so organized as to meet best the requirements of the succeed- 
ing stage of production For example, an mdependent parts 
manufacturer will have to design his product to fit as many 
different makes of cars as possible or will have to be prepared 
to manufacture various types to suit the different makes of 
cars A parts plant m an mtegrated cham will design its 
product to fit best one or two makes of cars only (the car 
may also be designed to use the parts), and concentration on 
fewer types will allow further adoption of mass production 
methods 
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Reduction in total inventones When the plants in suc- 
cessive stages o£ production aie independently owned, each 
may be compelled to maintain fairly laige inventories both of 
raw materials and of products which are finished as fai as 
that stage is concerned, in order to be able to supply cus- 
tomers when the orders come in An integrated firm, on 
the other hand, can gauge the flow of the entiie productive 
process by the sales of the end product and may be able to 
keep the total inventory much lower through avoidance of 
duplicate stocks in successive plants The independent firm 
will naturally try to keep its stocks low when buyers aie heav- 
ily stocked, but such information on buyer’s supplies may not 
be as available to it as it is to the firms which are integrated 
Moreover, the independent firm must be leady to meet the 
demands of any buyer who may come along oi he may decide 
to buy from someone else The unit of an integrated firm 
need not hold stocks unless the succeeding stage will require 
the product soon 

Disadvantages of Vertical Combination 

Dependence of entire organization on the marketing of 
product by the “end firm” or plant which produces goods in 
their most finished form Unless the selling organization at 
the end of the integrated chain of plants is able to sell all of 
Its products, all of the preceding stages will eithei have to cui- 
tail output or shut down as the case may be If the primary 
plants have dispensed with their selling force, they will not 
be in a position to solicit business from independent manu- 
facturers when their own organization is unable to absorb 
their produce Even if tliey maintain a small selling force, 
they will not ordinarily be able to obtain much business from 
independents in slack times Those mdependents who do 
have orders to give for parts or materials will prefer to place 
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thern with other firms on whom they can contmue to rely for 
supplies in a period of prosperity, rather than to buy from a 
Imk plant m an integrated cham which will declme or can- 
cel orders as soon as its own organization can absorb its prod- 
uct Moreover, the greater the degree of specialization 
achieved by the mtegrated plants, the less suited will they be 
to supply the needs of a general market 

Inability to ta\e full advantage of low costs in depressions 
In times of depression, raw and semi-fimshed materials often 
sell at prices much less than their replacement cost Inde- 
pendent firms m the stages of production closer to the con- 
sumer may buy these materials and place their product upon 
the market cheaply Even if the mtegrated firm should buy 
these materials rather th^n manufacture its own, it would 
still be burdened with the fixed costs of its own mines and 
primary factories 

Dilemma of excess or idle capacity The various plants of 
an integrated firm will be designed to meet the requirements 
of the plant m the next stage, but what is meant by “require- 
ments” ? Are they maximum, mmimum, or average require- 
ments? If the plant is designed to supply the maximum re- 
quirements at least cost, it will be operatmg at higher than 
minimum cost at all times when the next plant does not re- 
quire so great an output If the plant is designed to meet the 
minimum requirements of the next plant, then the next plant 
must be prepared to buy its additional supplies on the open 
market in times of rismg prices and may run the risk of fail- 
mg to secure them at all Designing a plant to meet average 
requirements is at best a somewhat unsatisfactory compromise 
between these two evils, being alternately subject to both This 
pioblem of selection of the optimum size of plant m the face 
of fluctuating busmess conditions is faced, of course, by the 
mdependent firm as well as by the units of a vertical com- 
bination However, the independent firm may be m a bet- 



172 ORGANIZATION, MONOPOLY, COMPETITION 


ter poMtion to secuit moie business by small price cuts than 
the integrated unit which sells in the open market only occa- 
sionally The greater the degree of specialization of the in- 
tegrated unit plant, the less will be its opportunity to utilize 
Its excess capacity by selling to outside films 

Economies of Perfect Monopoly 

By a perfect monopoly we mean an organization which 
controls eithei the entire output of an industry or one which 
controls the entire market for a commodity in a given locality ' 
Most of what are commonly cited as economies of monopoly 
are really the economies either of laige-scale production oi of 
horizontal combination It is true, however, that in many in- 
dustries monopoly may be able to practice these economies 
to a greatei extent than can either large-scale firms or com- 
binations which do not control the entire output or market 
In fields wheie the potential market for the entire product 
IS small, even two or three firms only may mean that the divi- 
sion of the market among tliem leaves each with an output 
which IS too small to achieve the economies of large-scale pro- 
duction In such circumstances, if the demand for the prod- 
uct was fairly elastic, monopoly price would probably be lower 
than oligopoly^ puce and much lowei than the price set by 
a few firms which operated under a price agreement 

The monopoly is in a position to carry on what we have 
listed as the economies of horizontal combmation to their ex- 
treme possible limit Cross-hauling is entirely eliminated 
Duplication of services may be completely avoided Such ad- 
vertising as IS done will be designed simply to increase total 
consumption of tlie product and not to push one brand at 
the expense of another, and there can be little doubt that ad- 
vertising expense would be greatly reduced 

^ Or wc may say that it is a firm whose product has no close substitutes 

^ Oligopoly IS a situation in which there arc few sellers, each of whom takes account 
of his rivals* pneo policy 
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Monopoly as a stimulus to integration When a firm has 
an assured control of the market for a product, this may be 
an inducement to gam control of the earlier stages of pro- 
duction, perhaps even as far back as the raw materials On 
the other hand, if the monopoly is the chief or only customer 
for the raw materials or semi-finished products (monopsony). 
It might be more profitable simply to beat down the prices of 
the supplying firms rather than to acquire ownership of the 
firms themselves The threat of potential competition might 
be a more effective motive to mduce attempted control of the 
source of supply 

It may be questioned whether a firm which has a monopoly 
of a source of raw materials can gam anything further (assum- 
mg It IS already charging the full monopoly price) by attempt- 
ing to enter the field of manufacturmg finished products 
There is one set of circumstances under which a further gam 
can be made If the purchasers of the raw material are them- 
selves making large profits by fabricatmg it mto finished 
goods, the monopoly owner of the raw material supply, by 
competing with them, may force them to accept lower prices 
for the finished goods If there is then any considerable elas- 
ticity m the demand for the finished goods, this may be the 
means of selling a greater quantity of the raw material at the 
same high price In general, it will be found that when the 
owners of the supply of raw materials begin making finished 
or semi-finished products, they tend to confine their efforts to 
those lines m which the raw material comprises as large as 
possible a part of the value of the finished product (For 
example, the Aluminum Company 'of America manufactures 
pots and pans and aluminum paint, but does not attempt to 
make automobiles, airplanes, or typewriters, although all these 
use a considerable amount of alummum ) 

The field m which the greatest case can be made for the econ- 
omies of monopoly is m that of public utilities, such as the 
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fiunishmg of watei, gas, electiic and telephone services 
While these economies aie not different ih natuie from those 
we have listed for large scale oiganization and combination, 
the wastes which occur through the duplication of facilities 
and the savings which may be achieved through the elimina- 
tion of these wastes in the field of public utilities are so great 
that many economists have classified the public utilities as 
“natural monopolies” The use of the term “natural” may 
be questioned, but the advantages of service by a single com- 
pany are so obvious that an exclusive charter to lender such 
service is usually granted to a single company by the govern- 
ment of a community 

Disadvantages of Monopoly 

Monopolies lac\ the stimulus of competition which forces 
the competitive firm to be alert to discover new ways of lower- 
ing costs Research may be neglected and the industry al- 
lowed to become completely moribund This may be par- 
ticularly true in cases in which the maximum net earnings 
of the company are limited by law Unless the company is 
allowed to participate at least to a certain extent in the savings 
which may be achieved, tliere is no motive at all to seek lower 
costs In such circumstances the companies rather tend to 
conceal earnings by “padding” their operating expenses 

Rigid prices Once a monopoly has hit upon what appears 
to be a satisfactory puce, there may be a tendency to maintain 
tins price for a considerable period of time regardless of fluc- 
tuations in general business conditions This tendency may re- 
sult in much greater fluctuations of output and of employment 
than would be the case if prices were allowed to decline during 
the recession and depression phases of the business cycle If 
the monopoly is one which produces raw materials or semi- 
finished goods, the maintenance of rigid prices may force a 
greater decline in output and employment among the firms 
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that buy its products than would occur i£ these firms were able 
to obtain the raw materials cheaper during periods o£ busi- 
ness decline The more rigidities are introduced into our eco- 
nomic system, the more the pressure that will have to be boine 
by those elements which still remain flexible, such as the 
volume of employment 

Combinations in Restraint of Trade 

At the beginning of this chapter combinations were dis- 
cussed mainly from the pomt of view of their abilities and 
disadvantages in securmg economies m production and sell- 
ing costs Those combmations which are organized mamly 
for the fixmg of prices and the restramt of competition must 
now be considered Sinte every operating combination will 
tend to reduce the number of competitors and so may tend to 
reduce price competition, it is not always easy to distinguish 
between the two types Greater control over prices, rather 
than the achievement of economies, may be the dominant mo- 
tive to combination As an arbitrary line of demarcation we 
shall assume that, in the combinations now bemg discussed, 
the identity of the mdividual firms is mamtamed The com- 
bination attempts to fix prices rather than to allow competi- 
tive prices to prevail 

The Simple Price Agreement 

The simplest form of combmation in restraint of trade is a 
mere agreement among previously competing sellers tliat they 
will all sell at the same price Such agreements have no stand- 
ing m law and will not be enforced by the courts If the price 
agreed on is profitable, each member of the agreement will 
attempt to sell all that he can at that price and then will be 
tempted to cut the price slightly m order to secure more busi- 
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ness At first the price may be adheied to m a nominal way, 
but concessions, which are really price concessions, will be 
given in the foim of more liberal ciedit terms, extra delivery 
service, extra quantity discounts and the like Finally comes 
the stage of open breaking of the agreement When price 
agreements of this sort have lasted any length of time, it has 
usually been because there were one or two very large firms 
which dominated the mdustry When this is the case, the 
large firm may threaten to undersell and force out of business 
any smaller firm that breaks tlie agreement If the smaller 
firm’s business is concentrated in a particular locality, the large 
firm may undersell it m that particular region without cut- 
ting Its prices elsewhere, and the threat may be effective in 
enforemg the agreement for a considerable period of time 

The Trice and Quota Agreement 

If the voluntary price agreement is to be maintained for any 
length of time, it is imperative that each member receive a 
“fair” share of the busmess so that he will not be so strongly 
tempted to violate the agreement One method which is some- 
times used in an attempt to bolster the agreement is the alio-’ 
cation of sales quotas oi production quotas to the various 
members Any member who then sells in excess of his quota 
IS fined a certain amount per unit on the excess sales and this 
sum IS divided among the other members of the agreement 
There is, of course, no more means of enforemg the collection 
of fines tlian there is of enforemg the price agreement itself. 
However, if the quota system gives each member a satisfac- 
tory amount of the busmess, each may then feel that it is bet- 
ter to adhere to the agreed price and remain within his quota 
rather than trust to his own cliances of survival m an open 
“price war” which might be precipitated by his violation of 
the agreement. 
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The Territory Pool 

Another device ivhich is sometimes used to strengthen the 
price agreement is the territory pool Under this arrange- 
ment the sales area is divided up and each member is given 
a territory in "which he has the exclusive right to sell This 
device has the advantage over the quota system m that it may 
be easier to detect violations of the agreement "when a mem- 
ber sells outside his allotted territory than to determme -whether 
he IS sellmg a volume m excess of his quota Unless the ter- 
ritory IS very carefully divided, however, and unless sales m 
each territory conform to the expectations when the division 
was made, members may easily become dissatisfied with the 
share of the business that they are receiving and the agree- 
ment will collapse 


Selling Pools and Cartels 

A much stronger form of price agreement is provided for 
in the selling pool Under this form each member delivers 
his output to a central selling organization which sells for all 
the members only at the agreed price It also provides an 
accurate means of seemg that the sales of each member 
conform to his quota In Germany this type of oiganization 
IS not against the law and these “cartels” have even been reor- 
ganized by a special “Cartel Law” Under the amendments 
to the Cartel Law passed m 1933, the Mmister of Economics 
may form compulsory cartels m any mdustry whenever he 
thmlrs that this IS necessary to the welfare of the Reich He 
may also (1) prohibit for a certam length of time the estab- 
lishment of new enterprises m a particular industry, (2) pro- 
hibit the enlargement of existmg plants, or (3) limit their 
output ° 

^ See Kessler, W C , “The New German Cartel Legislation,’ American Economic 
Review, Vol XXIV, September, 1934, pp 477 £f , for a full discussion of these amend- 
ments 
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The early experience of the German cartels agam demon- 
strated the old principle that prices cannot be controlled with- 
out controlling production Some of the earlier cartels estab- 
lished quotas for their members on the basis of a fixed per- 
centage of the plant capacity of each member This device 
broke down in a rather curious manner Member firms, 
which already had excess plant capacity due to the quota re- 
strictions, enlarged the size of their plants in order to obtain 
a larger quota expressed as a percentage of the larger plant 
capacity It was also found that when profitable prices were 
established new firms sprang up outside the cartel This 
meant that the structure of the cartel itself was threatened 
unless it could either freeze the new firms out of business 
or force them to enter the cartel and assign them a quota, 
which would necessarily decrease the size of the quotas of 
the older members It was experiences such as these that led 
to the passage of the new cartel legislation mentioned above 
It is interesting to note that one of the avowed objectives 
of the German cartel legislation has been to preserve tlie ex- 
istence of the smaller firms and to prevent their being absorbed 
by the larger firms The prevention of cutthroat competi- 
tion by the establishment of the cartels was expected to accom- 
plish this end 


Collusive Bidding on Contracts 

Most governmental agencies advertise for bids on govern- 
ment contracts with the understanding that the contract is to 
be awarded to the lowest bidder This procedure is required 
by law on contracts awarded by many Federal, state, and local 
government agencies In addition to obtaining lowest costs. 
It IS also one of the greatest safeguards against bribery and 
favoritism in the awardmg of contracts Although it is no 
absolute guarantee agamst such practices^ it does make them 
more difficult Some large industrial concerns, and buyers of 
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building construction in particular, also use the procedure of 
asking for bids on contracts 

Two systems of collusive bidding are used by conspiring 
contractors to defeat the purpose of requesting bids The 
simpler method is for all the supposed competitors to submit 
identical bids Although it is sometimes still used, this method 
IS naive, smce the submission of identical bids is almost prtma 
facie evidence of collusion ® A more subtle method and a 
more difficult one to detect is for the various contractors to 
get together and agree on which one is to have the contract 
and at what price He then submits his bid and all the other 
contractors submit diiferent higher bids If the various con- 
tractors all keep silent and adhere to their agreement, it is 
extremely difficult to obtam evidence that this practice is bemg 
used 

This second method is not apt to be successful for any length 
of time, however, unless the number of bidders is fairly small 
and the volume of total busmess is great enough so that each 
firm will secure a sufficient amount of busmess to mduce it 
to keep to the agreement In cases where a particularly large 
contract may give a disproportionate share of the busmess to 
one firm, this problem is sometimes met by a supplementary 
agreement that the previously designated “successful” bidder 
shall award a part of the work to one or more of the other 
firms on subcontracts 

The most conspicuous example of this type of collusive bid- 
ding agreement that has been brought to light was discov- 
ered in the mvestigation of the buildmg trades scandal in 
New York City which finally sent two of the prmcipals to 
prison In this case, the contractors’ “ring” was supported by 
building trades union labor In return for closed shop con- 


« As this IS being written, the United States Attorney General s office is bringing 
an action under the Sherman Act agamst tire compames that submitted identical 
bids on government contracts 
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tracts and high wages, the unions agreed not to work for 
any contractors outside of the agreement This kept the num- 
ber of possible bidders small Unable to stand success, they 
kept on raismg the prices until the cost of building m New 
York reached such fantastic heights that it was obvious that 
something was wrong and tire mvestigation was started 

Disadvantages of Price Agreements 

It may be said with a fair degree of truth that, from the 
point of view of the general public, the price agreement has 
all of the disadvantages and practically none of the advan- 
tages of an outright ownership and operatmg monopoly 
There will be none of the economies of large-scale produc- 
tion except as the mdividual firms happen to be of large size 
Furthermore, the restriction of output to conform to quotas 
by such large firms as do exist will tend to prevent them from 
operatmg at mmimum cost Of the economies of combma- 
tion, the elimination of cross-hauling will exist only m the 
form of price agreement which we have described as the ter- 
ritory pool Elimmation of duplicate selling organizations 
may occur in the case of sales pools or cartels, only if they are 
expected to last for many years, so that the member firms feel 
like takmg the risk of givmg up their own sales organization 
Otherwise, none of the economies of combination is avail- 
able to the price agreement which retains the identity of the 
separate firms 

Smee so few of the economies of large-scale production, of 
combmation, or of monopoly are available to the firms under a 
price agreement, it follows that their costs will be higher than 
that of an operatmg monopoly in the same field Under the 
simple price agreement, it is also impossible to close down a 
few of the plants m order to run the others at optimum 
capacity It is tlius safe to say that it is practically certain 
that prices will be higher under a price agreement than they 
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would be either under some form of competition or under 
outright monopoly 

The greater loss to the public, in the form of higher prices, 
under a price agreement than under an outright monopoly is 
obvious It must also be remembered that higher unit costs 
represent a wastage of our econou^ic resources 

Advantages of Price Agreements 

There are some alleged advantages to the public m price 
agreements over monopoly Though prices are uniform, com- 
petition may exist m the form of services or quality of prod- 
uct In any event, such competition will not exist either 
under the territory pool or under the sellmg pool Even where 
sales quotas are allotted, competition on the basis of service or 
quality is not apt to exceed that necessary to obtam the full 
amount of the quota for the firm Smce such quotas, m order 
to obtam higher prices, are usually lower than full competi- 
tive output. It IS not likely that much service or quality com- 
petition will be deemed necessary Service and quality com- 
petition are thus seen to be confined largely to the simple price 
agreement without sales quotas Even under the simple price 
agreement, whenever service and quality competition become 
really keen it will usually be found that this is a prelude 
either to the breakdown of the agreement or to the adoption 
of more sfrmgent forms of price control 

The claim is also made that price agreements tend to keep 
the smaller firms m business Even if this is true, of what 
advantage to society is the retention of the identity of small 
firms if they no longer compete on the basis of price, and 
probably do not compete even on the basis of service or qual- 
ity? Most of the vaunted virtues of small firms cease when 
the firms cease bemg competitors If a few large firms “gob- 
ble up” the small ones, the prices that they charge may or may 
not be higher than the prices which were charged when the 
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small firms were m genuine competition with them, but the 
prices charged by a few large firms are apt to be less than 
would be the case where there are many small firms operating 
under a price agreement Moreover, it is by no means always 
certam that it is the smaller firms which are receivmg the pro- 
tection under a price agreement In some few industries where 
the larger firms may be found to be too large to operate eco- 
nomically, it may be found that the severest competition is 
coming from the small and medium-sized firms 
It IS also alleged that controlled prices under a price agree- 
ment tend to “stabilize business conditions ” Investigation 
will show, however, that such “administered” prices go up 
by a succession of large jumps in the upward phase of the 
business cycle and then are lowered only reluctantly and grad- 
ually in the recession and depression Each rumor of a jump 
in price brings about accumulation of stocks by purchasers, 
and the peak of prosperity is apt to find them with just as 
excessive mventones as they would have with competitively 
priced products 


The Sherman Anti-Trust Act 

The first important attempt of the Federal Government to 
attack the problems of combination and monopoly in fields 
other than the railroads was made m the Sherman Anti-Trust 
Act of 1890 This act declared “every contract, combmation 
in the form of a trust or otherwise, or conspiracy, in restramt 
of trade or commerce” either m interstate or foreign com- 
merce to be illegal, and further made it a misdemeanor to 
“monopolize or attempt to monopolize, or combme or con- 
spire with any other person or persons, to monopolize any 
part of the trade or commerce among the several states, or 
with foreign nations” Individual firms which are injured 
by combinations in restraint of trade or other practices prohib- 
ited by the act are also permitted to sue for damages and, if 
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successful. It IS stipulated that they receive three times the 
amount of the damages proved, plus attorneys’ fees 
The cases under the Sherman Act were few and unspectacu- 
lar until the advent of the “trust-busting” era under the late 
President Theodore Roosevelt The Northern Securities case 
(an attempt to combme the Great Northern and Northern 
Pacific railroads under a holding company) and the cases 
involvmg the dissolution orders against the Standard Oil Com- 
pany and the Tobacco Trust attracted widespread public atten- 
tion For a time people actually believed that the act would 
be effective m curbmg monopolies The subsequent rapid 
spread of the “Interlockmg Directorate” (various directors 
being on the boards of two or more companies to secure price 
or other agreements) and of the various forms of price agree- 
ment soon proved this belief to be unfounded A typical 
cartoon of the time pictured the “Standard Oil Trust” and 
the “Tobacco Trust” as fat men ridmg along luxuriously in 
a limousme while a number of poor “trusts” on the curbstone 
are saymg, “Please dissolve us too ” 

The rule of reason is a famous legal doctrine which was 
announced by the Supreme Court m the Standard Oil case 
Under a literal mterpretation of the language of the Sher- 
man Act, even so small a combmation as that of two corner 
grocery stores might be deemed to be “m restraint of trade 
and therefore unlawful To avoid the cluttermg of the court 
dockets with cases such as this, the Supreme Court, m effect, 
“read the mmds” of the Congressmen and announced that 
the act was mtended to be directed only agamst “unreason- 
able” restramt of trade and not agamst combmations inci- 
dental to an otherwise lawful purpose The court has never 
put Itself on record with a comprehensive definition of what 
does or does not constitute “unreasonable” restramt of trade, 
so that no planned combmation can be absolutely sure m ad- 
vance whether it will be deemed legal or not From subse- 
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quent decisions of the court, we may draw the mference that 
the court directs its particular attention to the questions (1) 
whether the combination controls a substantial majority of 
the output of an mdustry, (2) whether an attempt is made 
to control or raise prices, (3) whether competitors are com- 
pelled to jom the combmation or are forced out of business 
by unlawful means, and (4) whether prospective new com- 
petitors are prevented from entermg the industry 

The Clayton Act 

It finally became evident that there was not much effect in 
“busting the trusts” after an industry was m the hands of a 
combmation of a few large firms and after effective competi- 
tion had been stifled The Clayton Act, passed m 1914, rep- 
resents an attempt to prevent the formation of monopolistic 
combinations by making illegal some of the means by which 
monopoly power was often attamed Specifically it was di- 
rected against holdmg companies, local price discrimination, 
interlocking directorates, and tying contracts (contracts which 
bmd the purchaser of a product to use certain of the seller’s 
other products in connection with it for example, requiring 
the buyer of a cotton compress to use bale ties provided by 
the seller) These practices weie not necessarily made ille- 
gal m themselves but were to be considerd illegal when the 
effect was to lessen competition substantially or to tend to- 
wards the creation of monopoly The Clayton Act also made 
civil damage suits easier than under the Sherman Act by pro- 
viding that conviction by the government under the criminal 
provisions of the anti-trust acts was to be considered as fnina 
facie evidence agamst the defendant m a civil suit 

The Federal Trade Commission 

The Federal Trade Commission was also established shortly 
afterwards Its prmcipal duties are the conducting of inves- 
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tigations to determine whether the anti-tiust acts are bemg 
violated and aiding the Department of Justice in prosecution, 
the investigation of trade practices with a view to proposing 
remedial legislation to Congress, and the prevention of “un- 
fair methods of competition ” 

Probably the most mterestmg phase of the work of the Fed- 
eral Trade Commission has been in the field of exposmg and 
prosecutmg “methods of unfair competition ” The mere list- 
ing of the different types of unfair trade methods which the 
Commission has had occasion to brmg before the courts would 
fill several pages Among them will be found false adver- 
tismg, boycottmg, mducmg breach of contract, bnbmg em- 
ployees of customers and competitors, conspiracy to cut off 
supplies of competitors, discrimmation, disparagement of com- 
petitors, threatenmg competitors and their customers with 
patent infrmgement suits, rebates, closely imitating competi- 
tor’s name or trade-mark, tampering with competitor’s goods 
in order to make them demonstrate poorly, and the main- 
tenance of resale price by discrimmation against price cut- 
ters 

It is rather iromcal to note that the vast majority of the Com- 
mission’s actions have been to the effect of protectmg the 
“good will” of the various firms supposed to be mjured We 
know that “good will” is one important element of monopoly 
power Thus, although attemptmg to prevent the formation 
of monopolies, the actions of the Commission have contributed 
much to the rise of monopolistic competition. 

Prior to 1938, whatever protection the consumer received 
from the Federal Trade Commission was most apt to be en- 
tirely incidental “False advertising” was generally proceeded 
agamst not because it mjured the consumer but mamly because 
It tended to mjure the busmess of a competitor Repeated 
cases have arisen m which a firm manufactured a product 
identical with (or perhaps even superior to) that of a com- 
petitor If It then packaged its product m a maimer to 
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imitate th.e competitor’s package and sold it at a lower price, 
It would be enjomed from such a practice on the ground 
that It was “deceivmg to the public” Gi anted that the peo- 
ple are deceived in such a case, it is difficult to see how they 
are harmed, if the product is identical and the price is lower 
and will remain lower, it would seem that the deception is 
beneficial The damage to the competitor is obvious It is 
only fair to state that m a great many cases the imitation is 
an mferior product In such cases the public is also piotected 
by the prohibition of package imitation 
This discussion does not suggest any criticism of the Fed- 
eral Trade Commission itself That body has simply been 
administermg the law as it has been written and as it was 
interpreted by the courts Under the 1938 amendment to 
the Trade Commission Act, the Commission is now empow- 
ered to act m cases of deception which tend to damage the 
consumer, even though no damage to a competitor can be 
shown Congress is now engaged in an investigation (Tem- 
porary National Economic Committee) which it is hoped 
will shape the course of new legislation 

Public Policy on Competition and Monopoly 
In spite of the “bust the trust” and “anti-monopoly” slogans 
which have appeared m various political platforms from time 
to time, we have by no means arrived at any definite public 
policy m this respect Indeed, we have not even considered 
fully either the means necessary to carry out a policy nor its 
full implications if carried to its logical conclusion At pres- 
ent, our system is a curious hodge-podge of enforced and 
regulated monopolies (public utilities), government-fostered 
and largely unregulated monopoly, oligopoly, and monopo- 
listic competition (fostered by patents, trade-marks, protective 
tariffs, and the suppression of “unfair competition”), and 
finally, a few surviVmg elements of pure competition in the 
markets for some agricultural products. 



ORGANIZATION, MONOPOLY, COMPETITION 187 


If experience has taught us anything, it is that no particular 
degree of competition or monopoly is “good” or “bad” per se, 
but rather that the nature of each particular industry will be 
the most important element m determmmg what state of com- 
petition or monopoly will be the most economical for the 
community By “most economical” we mean that which 
results in (1) greatest output at lowest prices, (2) most effi- 
cient use of resources, (3)’ most convenient service for the 
consumer consistent with (1) and (2) These three aims 
will sometimes be found to conflict with each other and it 
then becomes a question of which end we desire most or of 
possible compromises (For example, do we want the widest 
possible choice m articles of clothmg or do we want the low- 
est possible prices i’) With these aims m mmd, let us con- 
sider the field and function of the various forms of monopoly 
and competition m a supposed “ideal” economic system, 
which still attempts to take advantage of the motivatmg forces 
of profits and differential wages 

The Field of Monopoly , 

Monopoly is mdicated as the appropriate form for any m- 
dustry (1) m which a single firm can achieve much lower 
unit costs than would result from any division of the mar- 
ket among two or more firms, and (2) m which duplication 
of facilities will not result m a sufficiently greater value of 
service to the consumer to justify the higher cost The “pub- 
lic utilities” have already been cited as examples of this situa- 
tion In the future we shall probably witness some expan- 
sion m the number of industries which are called public utili- 
ties (Perhaps retail milk distribution might be the first addi- 
tion ) When the word monopoly is used in this connection, it 
of course refers to ownership and operation of an mdustry by a 
single firm and not to some form of price agreement or com- 
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bination in which, the identity o£ individual firms is retamed 

In some industries it may be found that demand is sufl6- 
ciently elastic and that margmal costs are falling over a suflB- 
cient range of output so that unregulated monopoly price 
would be lower than competitive price In most cases some 
positive action must be taken lE the benefits of low monopoly 
costs of production are to be passed on to the public m the 
form of lower prices The alternatives are then government 
regulation or public ownership 

The Field of Duopoly and Oligopoly 

In mdustries where large-scale organization is necessary to 
achieve lowest costs and at the same time the market is too 
large to be served by one firm of optimum size (and pos- 
sibly where product differentiation can measurably mcrease 
consumer satisfaction), duopoly or oligopoly would seem to 
be mdicated The manufacture of low and medium-priced 
automobiles m die United States appears to be the best example 
of such an mdustry 

Whether we may rely upon competition to keep prices low 
depends upon, (1) the wilhngness of the various firms to 
engage in price competition and (2) the readiness with which 
buyers will shift from one seller to another m response to 
small differences m price When this is not the case, there 
may be either recourse to the Sherman and Clayton Acts in 
an attempt to prevent price agreements (not too successful 
to date), or the government may take a hand m settmg maxi- 
mum prices The Department of Justice has recently an- 
nounced an interestmg technique which may be applicable 
m this situation anti-trust proceedings are first started as a 
threat, and then the case is dropped under a “consent decree,” 
which contams provisions covering trade practices and pre- 
sumably M. agreement to reduce prices The results of this 
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procedure should be interesting Even its announcement is 
an indication that we are beginnmg to be more realistic than 
we were m the “trust-busting” decades 

The Field of Monopolistic Competition 

{ 

Where there is a wide variety of tastes to be served, where 
the manner of service may be an important element m the 
satisfaction that the customer derives from the produetj’^nd 
where the nature of the mdustry is such that small firms 
are numerous and are the most efficient, monopolistic com- 
petition would seem to be mdicated for the mdustry The 
legal bulwarks of the monopoly element m monopolistic com- 
petition are patents, trade-marks and the general protection 
of “good will” for the owner of a busmess by the laws and 
the courts We have already had occasion to state some of 
the arguments for and agamst these special privileges ac- 
corded to busmess firms by the government (See p 17 ) 

Since “good will” could hardly exist without these impor- 
tant elements of government protection, it would seem rea- 
sonable that the government should msist that they be used 
as far as possible m conformity with public mterest and not 
as a means of preventing price comparisons and of confusmg 
or deceiving the buyer A few simple measures suggest them- 
selves which, if generally required (some are already m par- 
tial use), might greatly facilitate price comparisons and so 
increase the element of price competition (1) Wherever 
services are separable, require that they be separately priced 
and purchased 'Only at the buyer’s option Require, for ex- 
ample, that delivery charges be stated separately from the 
price of the product and be charged to those who insist on 
delivery and not to those who carry the goods home them- 
selves Also make credit a separate and clearly stated charge 
only agamst those who use it (2) Limit packages and con- 
tainers to a few standard sizes, the gradations in size bemg 
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such as to be readily apparent to the eye (3) Establish Fed- 
eral grades for all products, wherever possible, and require 
that these grades be printed in large type upon consumer 
packages (4) Revise Federal grades so that grades 1, 2 and 
3 mdicate, at least roughly, the same relative grades for all 
commodities (This need not preclude the retention of a 
“fancy” grade for qualities which are pleasing to the eye 
only ) (5) Provide that false claims, either m the advertising 

or on the label of a product, be made sufficient grounds for 
revocation of patent or trade-mark together with widespread 
pubhc notice of such revocation and the reason therefor (Foi 
a first offense it might be sufl&cient to require die publication 
of a retraction, publication bemg at the offender’s expense and 
to be given the same publicity as had been given to ongmal 
false claim ) If this measure were ever proposed in Con- 
gress, there would certamly be a howl about “government 
mterference with busmess,” but if a firm’s “good name” is 
to be protected in the courts, it would seem that there should 
be a requirement that it be a §oQd name and not a vehicle for 
dishonest advertising 

The Field of Pure Competttton 

After definmg the other fields, the field of pure competi- 
tion IS thus narrowed down to those industries m which the 
most efficient firms are of small size and in which product 
differentiation can confer no benefit upon the buyer It may 
be said, however, that if the regulations suggested m the above 
paragraph were adopted, many mdustries now characterized 
by monopolistic competition would closely approximate the 
conditions of pure competition At least competition would 
be much more on a price basis 

Conclusions 

Monopoly is not necessarily an evil, it may be the only 
form of organization under which low costs can be achieved. 
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but usually it requires some form of government effort to see 
that the benefits of monopoly accrue to the public Neither 
large nor small business has any claim to virtue or deserves 
to be designated as vice Each has fields to which it is most 
economically suited Where small business is actually most 
efficient it will probably continue to survive without help In 
many mdustries where there are small “special orders” as well 
as large markets for standard goods, small firms may survive 
in the same mdustry with large firms If there exist any sen- 
timental worries about what will happen to the small busi- 
nessman m those fields destined for large-scale organization, 
he may be pictured m the place where he probably will ar- 
rive, as the mmor executive in a large corporation On the 
average his salary might be expected to be greater than his 
earnings as an independent busmessman A comparison of 
the executive employment records of large corporations with 
Dun and Bradstreet’s records of the percentage of small busi- 
ness failures would likely show that he would be more secure 
with the corporation than workpig for himself 
For the present our best course would be to allow each 
industry to adopt the form that is best suited to it (possibly 
preventmg cutthroat competition and piracy during the proc- 
ess), and then to attempt to secure the maximum benefits 
for the public from that best form For^ large noncompetitive 
busmess, some degree of price regulation may prove necessary 
For small busmesses (and to some extent for larger ones), 
active efforts to force competition on to a price basis may prove 
to be the solution 



CHAPTER XII 


Temporary or Short-Run Uquihhrium of the 
Firm or Industry 

TT WILL be remembered that,m Chapter IX we identified 
the short-run period with plant and eq uipment already pro - 
duced and m existence We foun3”that in the mstantaneous 
01 marEet supply period, cost of production was eithei ignored 
or, if considered, was considered m terms of anticipated future 
cost 

In the present chapter we are takmg into consideration the 
possibility of mcreases or decreases in output to be achieved 
withm the limits of plant and equipment already m existence 
It IS obvious that, where the mdividual seller is free to change 
his output (and such action will have an effect on his costs), 
he will consider costs m connection with the supply that he 
offers for sale 

Our first prmcipkjis each seller, if not deteired by other 
considerations, will endeavor to adjust his output to that point 
at which total revenue will exceed total costs by the greatest 
possible amount, or at whwh losses are smallest In other 
words, we are saymg that' each seller will try to obtain the 
greatest possible net returns The “other considerations” m 
^ the qualifymg phrase might be fear of government interference 
if too high a price is charged, or fear of attracting new com- 
petitors into the field However, when the seller does take 
theJe other considerations into account, he is merely deciding 

132 
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that a lower price may yield a greater return m the long run 
than a higher price which yields a greater net return for a 
short time but brmgs about the consequences of government 
regulation or increased competition If we bear this in mind 
we may safely drop the quaWymg phrase 

Notice that there is no difference m motive here between 
the purely competitive seller and the monopolist, both attempt 
to gam maximum profits (We shall find that, under certain 
circumstances of pure competition, the attempt of each seller 
to obtam maximum profits actually tesults in zero profits or 
a loss for all, but this is due. to a difference m cncumstances 
and not to a difference in motive between monopolists and 
competitors ) 

Our second principle follows naturally from the first the 
individual firm will be in equilibrium with respect to output 
at the point of maximum net returns If a given firm should 
discover that by either expandmg or contracting its output it 
could make a larger return, the firm would be motivated to 
expand or contract as the case might require Equilibrium 
will exist only at that pomt where there is no motive to expand 
or contract, that is, at the pomt of maximum net profits (which 
might be zero or a mmimum loss, as mdicated above) 

For our next two prmciples we must turn our attention to 
the mdustry as a whole We may define an industry as a 
group of firms producmg a homogeneous commodity or a 
group of commodities that are close substitutes for each other 
If entry to and egress from an industry are unimpeded, a rate 
of profit above that which is being made in other industries 
having similar riskys will tend to attract new firms to enter the 
industry, conversely a rate of profit below that which is being 
made in other industries will encourage firms to leave it 

Combmmg the above prmciples, we arrive at the test for 
equilibrium m an mdustry An industry will be in equilib- 
rium when there is no motive for the number of firms to be 
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increased or decreased and no motive for the existing firms to 
expand or to contract their total output ^ 

Opportunity Cost 

Now, let us assume that we know the demand curve for the 
product of a particular firm If we are able to discover the 
laws which govern production costs for various amounts of 
output, we shall be able to determine the point of maximum 
net returns Before we go further, we must define what we 
mean by cost of production The cost of pioduction of any 
unit of a commodity is the value of the factors of production 
used in producing that unit. The value of these factors of 
production is measured by the best alternat ive use to whic h they 
might have been put ha d this p articular unit of the commodity 
not beenpr^uced ^ ~ 

The working of this prmciple can be easily seen m the case 
of a self-sufi&cmg farmer who is producing in order to con- 
sume the products himself If he uses a certam piece of land 
and a certam amount of labor m growing corn which might 
otherwise have been used to grow tomatoes, the cost to him 
of the number of bushels of corn that he harvests is the num- 
ber of bushels of tomatoes that he might have obtamed, assum- 
ing that raismg tomatoes would have been the best alternative 
use for the amount of land and labor needed to grow the 
corn This is also the only sense in which we can speak of 
a social cost of production, and would be the prmciple on 
which a communist society would have to allocate its resources 
Thus, if the rulers of Russia decide to use a certam amount of 
labor and materials in making airplane motors which might 


^ There is always a motive for each firm to desire to see the other firms reduce 
output or leave the business, but whether this motive results in attempted action de 
pends upon other conditions which are discussed elsewhere 
2 See Henderson, H D , Supply and Demand, p 94, Harcourt, Brace & Co , New 
York, 1922 
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otherwise have been used in making tractor motors, the cost 
of the airplane motors to the Russian people will be the num- 
ber of tractor motors that they might have had Whether the 
welfare of the Russian people will be greater with more air- 
planes and less tractois is a question to which it is not easy to 
find the answer, and we will not try to do so here 
What we are interested in immediately is the influence of 
costs in regulatmg output m an economy based on money and 
exchange In such a society it is the money costs of production 
to which we must pay attention The mo7iey costs of pro-\ 
duction of a unit of any commodity is the amount of money 
necessary to induce the factors of pi oduction to he devoted to j 
this particular tas\ rather than to see\ employment elsewhere 
These costs have been called, very properly, opportunity costs 
They are the money which the factors of production must be 
capable of earning m one firm or one industry in order to in- 
duce their continued use in that firm or mdustry rather than 
to transfer to another firm or industry Thus, if I am an 
automobile manufacturer and wish to make 100 more cars a 
day, I must pay the necessary number of mechanics a sufl&cient 
•wage to mduce them to work for me rather than for the air- 
plane factory across the street T he fact that both th e airplane 
factory and I may be paying the same wages should not con- 
fuse The reader, because, if I were not hiring thes e men, tfi^ 
'woul3~be Cdffipefmg'for^pbs with the men now employed by 
the aifpiaile~factor^ and the airpla ne Tactbr^ w ou ld th en be' 
able to hir e these jmen_jmdjh.e men they now employ at a 
lowe r rateof wages than the y are now paymg^ If the deimnd 
for automobiles should mcrease again while the demand for 
airplanes remained unchanged, I would be able to offer a still 
higher wage to attract more men away from the airplane fac- 
tory The airplane factory would then have to raise wages 
to meet my mcrease m order to keep any men at all The air- 
plane manufacturer will not be able to hire so many men as 
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before, however, since, with a higher cost, if he charges higher 
prices for airplanes, he will not be able to sell so many. 

This principle of opportunity costs applies to all factors of 
production and to all kinds of businesses Thus, if I wish to 
set up a shoe store in a certam corner buildmg, I must pay 
the owner a sufficient rent to induce him to lease it to me 
rather than to someone else who might be eager to start a 
grocery store or a haberdashery m the same location Similarly, 
if I wish to borrow money to buy a stock of shoes for tlie store, 
I will have to pay a rate of mterest which will be sufficient to 
mduce the bank to loan the money to me rather than to 
someone else 

Opportunity costs are not always cash e xpenditu re^ For 
example, IF I am managing my ownBusmess and wish to fig- 
ure my costs properly, I must charge as one of the costs of 
doing busmess the wages I might have obtamed working as a 
hired manager for someone else It is true that I do not have 
to pay out any money to anyone else because of this cost, but 
if, on that account, I do not consider it a cost, I am only de- 
ceivmg myself. Let us suppose I am running a corner grocery 
for myself, but I could, if I wished, have a 30b as manager of* 
a cham store at |2,000 00 a year At the end of a year’s busi- 
ness, after deductmg from my receipts all costs except my 
wages of management, I find $1,500 00 left over which I might 
be tempted to call a profit Actually, I have had a net loss of 
$500 00 m domg busmess for myself rather than working for 
the cham store In terms of the illustration, in runnmg my 
own busmess I have sacrificed the opportunity of makmg 
$2,000 00 working for someone else This same way of figur- 
mg must be applied to all costs ® If I am usmg my own money 
m my own busmess, I must figure as a cost the mterest I might 

s Except in filing income tax returns, where you must be prepared to abide by 
arbitrary rules or to fight a court action against the Treasury Department 
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have received if I had loaned it to someone else or invested it 
in stocks or bonds Similarly, if I own my own store buildmg, 
I must figure as a cost the rent which I might have received if 
I had leased it out to someone else 

For the present part of our discussion of costs we must make 
a very important assumption We shall assume that no new 
, inventions or mnovations^ take paiy ^ ~l'hus,'1Br‘TlTe'monient, 
we are not concerned with what might happen to costs should 
a new, more efficient machme or process be discovered Nor 
are we now mterested in tracmg the historical movement of 
costs in the past as improvements have been made in the pro- 
ductive process What we are trying to do is to isolate the 
effects of changes in output of a firm or an mdustry, as the case 
may be The question we are asking is What costs will be 
associated with different amounts of output, using methods 
of production which are already known? Any change in 
method that occurs will be only such change as is occasioned 
by a different amount of output For example, picks and 
shovels are known and m existence, and so are steamshovels 
Whether it will cost less to use one or the other will depend 
largely upon the size and the number of holes we wish to dig 

Fixed and Variable Costs 

In the short run there are two mam types of costs, fixed costs 
and variable costs Fixed costs ar e those which remain co n* 
stant as a total over a consider able rang e of output Some fixed 
costs areffixedTor ySrs (for example, interest charges on bond 
and mortgage indebtedness, depreciation through obsoles- 
cence) , others are fixed over months (salaries of superintend- 
ents and foremen) , still others are fixed for at least parts of the 
plant (heatmg and lightmg and so on) These costs are often 

^ See Schumpeter, J A , The Theory of Economic Development, pp 66 fl , Harvard 
University Press, 1934 
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called overhead costs by businessmen It will be obvious that 
these costs will remain fixed only over certai n ranges of output 
For instance, if we wished to expand output by a large amount, 
It would be necessary to hire more foremen, and hence the total 
Item for wages for foremen would not remain absolutely con- 
stant However, as long as the same number of foremen are 
hired, their total wages will remam fixed regardless of mcreases 
or decreases m the number of units produced by the firm 
Vqftahle cnsu are, those which vary directly as _a total with 
the number of umts produced Common examples of vMiaEle 
costs are the cost of raw materials and of the labor used directly 
in the manufacture of a product 
While we have said that fixed costs will remain constant 
as a total over a large range of output, average fixed costs pe r 
unit of pr oduct will decrease steadily with each increase m the 
number of units produced with the same fixed costs ® Thus, if 
with a certam fixed cost we produce 10 units of a commodity, 
1/10 of the total fixed cost will have to be assigned to each 
unit produced, whereas, if with the same fixed cost we pro- 
duce 100 units, each unit would then have to bear only 1/100 
of the overhead cost If fixed costs were the only costs to con- 
sider, and if It were possible to produce an mfinite amount of 
the product with the same sized plant and investment, average 
costs per unit of product would always be lower whenever the 
volume of output mcreased 

The Law of Nonproportional Outputs 

But there is the matter of variable costs to consider Here 
we encounter the law of nonproportional outputs^ which is 

®*See Production Organization by Black, John D , and Black, A G , Henry Holt & 
Co , New York, 1929, for a more thorough discussion of least cost combinations The 
article, “On the Law of Variable Proportions, * by Cassels, John M , in Explorations In 
Economics McGraw-Hill Book Co , New York, 1936, is also recommended 
® This law IS more usually called the Law of diminishing returns The change of 
terminology is used to avoid the confusion which the beginning student usually has 
With the terms diminishing returns, diminishing utility, and maximum net returns 
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stated if one or more factois of production aie held constant 
and one or more other factors are allowed to vary in amount, 
the toted output will not vary in continuous piopoition to the 
amount o-f variable factors employed This law might also be 
stated as follows If one or more factors of production are held 
constant, and one or more other factors are allowed to vary m 
amount, the output per unit of variable factor will not contmue 
to remain constant, but will mcrease, reach a maximum, and 
then decrease 

example may help to illustrate how this law works Let 
us suppose that we have a small factory for making brass ash- 
trays, that the factory is equipped with five stamping machmes, 
and that we wish to find the best number of men to use with 
these machines If we started out experimentally, addmg one 
man at a time, the results might be as follows 
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The term nonpi opoi twnal has also the advantage of referring to the entire output 
curve and not merely to the diminishing part of it It also has reference to the 
cause of varying output, namely, the use of factors of production in other than opti- 
mum proportion 
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In the preceding table, the point between which the 10th and 
11th man is added gives the greatest output per man This 
point would be called the point of maximum efficiency of 
labot, assuming that the number of machines remams fixed at 
five Whatever the wages may be, this pomt will represent 
the lowest labor cost per unit of output if wages are the same 
for each man hired 

While the output per man falls steadily after the addition of 
the 11th man, the output per machine increases up to the point 
at which the- 17th man is added This pomt is the point of 
maximum efficiency of machmes From this point on we 
could obtain a greater product only by addmg both more men 
and more machines As long as the number of machines is 
held at five, this point will give us the lowest machme cost 
per unit of output 

Least Cost Combinations 

Which point will give us tire least total cost of both men 
and machines per unit of output ? Is it the point of maximum 
efficiency of men, or the pomt of maximum efficiency of 
machmes, or is it some pomt between the two? We cannot 
answer this question unless we know both the wages of the 
men and the number of dollars per day that it costs to run 
each machme For example, let us assume that wages are 
$3 00 per man per day, and that it costs |8 00 per day to run 
each machme (depreciation, mterest charges, and so forth) 
The physical output of ashtrays associated with each combma- 
tion of machmes and man days is taken from the previous 
table The costs for the part of the table m which we are in- 
terested would then be 






Machine 

Labor 

Cost of 

Number Number 

Total 

Total 

Output 

Cost per 

Cost per 

Both pel 

of of Machtrie 

Tabor 

of 

Unit of 

Unit of 

Unit of 

Machmes Man Days 

Cost 

Cost 

Askti ays 

Output 

Output 

Output 

5 10 

140 

130 

1360 

0294 

0221 

10 0515 

5 11 

40 

33 

1496 

0267 

0221 

0 0488 

5 12 

40 

36 

1620 

0247 

0222 

0 0469 
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Machine 

Labor 

Cost of 

Number Number 

Total 

Total 

Output 

Cost per 

Cost per 

Both per 

of of Machine 

Labor 

of 

Unit of 

Unit of 

Unit of 

Machines Man Days 

Cost 

Cost 

Ashtrays 

Output 

Output 

Output 

5 13 

40 

39 

1729 

0231 

0226 

0 0457 

5 14 

40 

42 

1820 

0220 

0231 

0 0451 

5 15 

40 

45 

1890 

0212 

0238 

0 0450^ 

5 16 

40 

48 

1936 

0207 

0248 

0 0455 

5 17 

40 

51 

1955 

0205 

0260 

0 0465 


Least cost combination 


We find that the least cost combination, under these circum- 
stances, IS that of five machmes and fifteen men, the total man 
and machine cost per ashtray being |0 0450 Now let us see 
what happens if the machine cost per day is kept at |8 00 while 
the wages per man rise to |4 00 per day 







Machine 

Labor 

Machine and 

Number 

Number 

Total 

Total 


Cost per 

Cost 

Labor Cost 

of 

of Machine 

Labor 


Unit of 

per Unit 

pe) Unit 

Machmes Man Days 

Cost 

Cost 

Output 

Output 

of Output 

of Output 

5 

10 

$40 

$40 

1360 

0294 

0294 

$0 0588 

5 

11 

40 

44 

1496 

0267 

0294 

0 0561 

5 

12 

40 

48 

1620 

0247 

0296 

0 0543 

5 

13 

40 

52 

1729 

0231 

0301 

0 0532 

5 

14 

40 

56 

1820 

0220 

0308 

0 0528* 

5 

15 

40 

60 

1890 

0212 

0317 

0 0529 

5 

16 

40 

64 

1936 

0207 

0331 

0 0538 

5 

17 

40 

68 

1955 

0205 

0348 

0 0553 


* Least cost combination 


We now find that with machine costs of $8 00 each per day 
and labor cost of |400 per man per day, the least cost com- 
bination IS that of five machmes and fourteen men We can 
thus say that the rise in the price of labor has decreased the 
ratio of men to machines, or that it has mcreased the ratio of 
machines to men, m the least cost combmation 
On the other hand, an increase m the cost of machmes, say 
to f 15 00 or $20 00 each per day, would result m a least cost 
combmation of more men per machine if the wages remamed 
unchanged The rate at which one factor of production will 
be substituted for another m response to a change m their rela- 
tive prices IS called the elasticity of substitution of the factors. 
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It should be noted that we could just as well have conducted 
our experiment by holding the number of men constant at a 
certain figure and varying the number of machines (A fur- 
ther application will be found in Chapter XIII ) 

Notice that so far we have been considering only two of the 
cost elements involved — men and machines To make a thor- 
ough cost experiment, we should have to try varying the num- 
ber of both men and machines (m their least cost proportion) 
while keepmg the size of the building constant, we might vary 
the number of foremen used with a fixed number of men and 
machines, or we might vary the horsepower of the motors 
used on the machmes, and so on If we wished to expand 
butput by any great amount, we should have to consider the 
effect upon costs of varying the size of the buildmg as well 
as the other elements 

Whether a given cost element will be considered as a fixed 
cost or as a variable cost depends upon the amount of change 
in output which is under consideration Thus, for a very small 
increase m output it might be desirable to hire ^one or two 
more men rather than to purchase another machine For a 
somewhat larger output, it might give lower costs to increase 
the number of both men and machmes without increasing the 
size of the factory building For a stdl larger output, lowest 
costs might be achieved only by increasing the size of the fac- 
tory as well 


Adiustment of Output to Selling Price 
However, before going into the question of varymg the size 
of the factory, let us see how output is adjusted to selling price 
with a given set of cost conditions and a fixed size of plant 
We can see this best by means of an example and a diagram 
Let us suppose that you have a small factory for making lamps 
and that your costs are given by the table that appears on the 
following page 
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In the table, column 1 represents various possible amounts 
of output Column 2 represents total fixed costs per day (as- 
suming $9,600 00 annual fixed charges and 300 working days 
in the year) Total fixed cost will remam unchanged as long 
as we keep the same investment and overhead expense (as it 


DAILY COST SCHEDULE FOR SMALL FACTORY 


(1) 

(2) 

(3) 

(4) 

(5) 

(6) 

(7) 

(8) 

Output 

Total 

Aveiage 

Total 

Aveiage 

Total 

A vet age 


No of 

Fixed 

Fixed 

Vai table 

Vat table 

of All 

Total 

Marginal 

Units 

Costs 

Costs 

Costs 

Costi 

Cats 

Unit Cost 

Cost 

1 

$32 00 

$32 00 

$ 720 

$ 720 

$39 20 

$39 20 


2 

32 00 

16 00 

12 90 

645 

44 90 

22 45 

$ 5 70 

3 

32 00 

10 67 

1740 

5 80 

49 40 

16 47 

4 50 

4 

32 00 

8 00 

2100 

5 25 

53 00 

13 25* 

3 60 

5 

32 00 

640 

24 00 

4 80 

56 00 

1120 

3 00 

6 

32 00 

5 33 

26 70 

4 45 

58 70 

9 78 

2 70 

7 

32 00 

4 57 

29 40 

4 20 

61 40 

8 77 

2 70 

8 

32 00 

4 00 

32 40 

4 05 

64 40 

8 05 

3 00 

9 

32 00 

3 55 

3600 

4 00 

68 00 

755 

3 60 

10 

32 00 

3 20 

40 50 

4 05 

72 50 

7 25 

4 50 

11 

32 00 

2 90 

4620 

4 20 

78 20 

710 

?70 

12 

32 00 

2 67 

53 40 

4 45 

85 40 

712 

720 

13 

32 Ot) 

246 

62 40 

4 80 

94 40 

726 

9 00 

14 

32 00 

2 28 

73 50 

5 25 

105 50 

753 

11 10 

15 

32 00 

213 

8700 

5 80 

119 00 

7 93 

13 50 

16 

32 00 

2 00 

103 20 

645 

135 20 

8 45 

16 20 

17 

32 00 

188 

122 40 

720 

154 40 

9 08 

19 20 

18 

32 00 

178 

144 90 

8 05 

176 90 

9 83 

22 50 

19 

32 00 

168 

171 00 

9 00 

203 00 

10 68 

2610 

20 

32 00 

160 

20100 

10 05 

233 00 

1165 

30 00 


IS assumed that we do) Column 3 is derived by dividing 
the Items in column 2 by the items in column 1 It will be 
noticed that if we could continue to increase output with the 
same fixed cost, the items in column 3 would be constantly 
decreasing, approaching but never quite reaching zero Col- 
umn 4 shows the amount of variable coats (labor, materials, 
and so on) which we estimate or have found by experience 
would be associated with each possible amount of output 
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Column 5 is the result of column 4 divided by column 1, show- 
ing the variable cost per smgle lamp at each output Column 
6 represents column 2 plus column 4, showing the total of 
costs (fixed plus variable) of the entire amount produced at 
each output Column 7 may be found either by dividmg col- 
umn 6 by column 1, or by adding column 3 and column 5 
It shows tire total cost per lamp at each output Column 8 is 
obtained by moving down column 6, stoppmg at each item, 


Y 



Output in Units per Day 
The Four Cost Curves 


and subtractmg the precedmg item from it Marginal cost 
(column 8) is the addition to total cost made necessary by 
producmg the last additional unit at each output Marginal 
cost may also be found from the table by movmg down column 
4, stopping at each item, and subtracting the preceding item 
from It This shows that margmal cost is dependent on total 
variable cost alone and not on fixed cost, so long as total fixed 
costsTenSuTunchanged. 
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The diagram is drawn from the figures m the table In the 
diagram, AFC, the broken Ime, is average fixed costs, AVC, 
the dotted Ime, is average variable costs, ATUC, the solid Ime, 
IS average total unit costs 

MC, the dash-dot Ime, is margmal cost At each output, MC 
shows the amount of mcrease in total cost which is necessary 
to produce the last unit of output 
As long as margmal cost lies below average variable cost, 
average variable cost will continue to declme, and marginal 
cost will mtersect average variable cost either at its lowest point 
or between the lowest cost unit and the next higher unit If 
ihe units are fini te, the intersection wi ll be one half -unit to the 
right of the low pomt of th^ average cu^e 
ATsoofTaslnarginal cost crosses average variable cost, aver- 
age variable cost will start to rise Margmal cost will always 
rise more rapidly than average variable cost, smce maigmal cost 
represents the additional cost necessary to produce the last unit, 
whereas m average variable cost this addition is divided arbong 
all the units. The same relations exist between margmal cost 
and average total unit cost, that is, margmal cost w ill mtersect 
both curves at approximately their lowe st point s I 
If the table and the diagram represent the cost con- 
ditions of your lamp factory, what will be the best output for 
you to produce? The unthmkmg reader will look at the 


7 If the units are chosen sufficiently small, the marginal curve and the average curves 
must intersect at exactly the lowest points on the two average curves By calculus 
Let X = output, y == average variable cost, and K = total fixed cost 

Total variable cost = P(xy) 
d 

(1) Marginal cost = (Ary) 
dx 

er: y + at and marginal cost = average cost 
dx 

when AT = 0, that is, when 
dx 

average cost is at minimum 



206 


TEMPORARY EQUILIBRIUM 


schedule or curve of average total unit costs and say imme- 
diately, “eleven, units, at which output the cost will be |7 10, 
the pomt of lowest total unit cost” However, we must re- 
member t hat we are not interested m th e gre atest profit, o r^ 
least los s, per unit of product WHatwearemt^sted in is 
making the greatest possible amount of total net profit, or 
the least amouhT'STToSrhHThsT'o^^ output we produce 
Therefore we cannot say what the best output would be until 
we also know the price at which each amount of output can 
be sold 

To take the simplest case first, let us assume that the lamp 
market is a purely competitive one Under these circum- 
stances, the demand for lamps made in this factory will be 
perfectly elastic, and marginal levenue and average revenue 
will comcide, that is, you may take it for granted that any 
amount between zero and the greatest possible output can be 
sold without causmg the price to fall Hence, for each addi- 
tional unit, you get the same price and total revenue mcreases 
always by the price received for the additional unit — ^that is, 
margmal revenue is equal to price Assummg, then, that 
changes m your output alone will not change the price, let 
us see what your output will be at various market prices 

In the first place, unless price is at least equal to average van- 
able costs at some output, no production will ta\e place under 
pure competition in the short run except through the desire to 


Total of all costs == F{xy) -h K 
Marginal cost =: [F(xy) + K] 


{xy) which IS the same as (1) above 
ax 


K 


If average fixed cost, is added to y, then marginal cost will intersect 


the curve y + average total unit cost, at its lowest point also 
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matntain a foice of \ey employees, and tj there is a future 
prospect of higher prices or lower costs In our example, if 
the price were $360 and nme units were produced, the total 
costs would be $68 00 and the total revenue ($3 60 times 9) 
would be $3240, leaving a total net loss of $35 60 At any 
other output, if the price is $3 60, the loss will be greater than 
$3560 However, if the busmess is shut down completely, 
the loss would be only the fixed charges of $3200 per day 
Of course, as we showed in Chapter IX, there were some 
lamps on hand already completed, it might be advisable to 
take what you could get for them But if they were only partly 
completed, the price would have to be above the additional 
cost necessary to complete them m order to mduce you to 
finish their production (This is the unfortunate situation in 
which farmers sometimes find themselves when the price of 
fruit will not cover even the cost of picking, and the fruit is 
allowed to rot on the trees ) 

Now let us be a little less gloomy and assume a price of $4 50 
What will be the best output at that price? Our governing 
principle is At any price above minimum average variable cost, 
the output at which marginal revenue is equal to marginal 
cost will be the point of least total net loss Smce we have 
assumed perfectly elastic demand, margmal revenue is the 
same as price, $450 Lookmg down column 8 of our table, 
we find a marginal cost of $450 at the output of 10 units 
At this output, total revenue at a price of $4 50 would be $45 00, 
looking down column 6, we find total cost would be $72 50, 
leavmg a net loss of $27 50 This is the point of least loss, if the 
price IS $4 50 At any other output the loss would be greater 
Would you shut down? No, because, if we assume that you 
could save none of your fixed costs by shutting down com- 
pletely, then you would be better off producmg ten units at 
this price than by shutting down Your total revenue covers all 
your variable costs and leaves $4 50 over to go to fixed costs 
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While you might continue to produce for some time at a 
price of $4 50 under these cost conditions, this is not for you 
a long-run equilibrium price, this is not a price which will 
encourage you to continue in business mdefimtely, producmg 
the same amount As your plant and machmery wear out, 
you will not be encouraged to buy new machmes to replace 
them, but will rather invest your money somewhere else where 
It promises to earn at least a normal rate of mterest Unless 
somethmg happens to raise the price (for mstance, if a number 
of your competitors quit the business and so decrease supply; 
or demand mcreases), or unless somethmg happens to lower 
costs, you will either leave the busmess voluntarily or, m the 
long run, be forced out through bankruptcy That is why 
we say that this is not a long-run equilibrium price Hope 
that the price might rise or that your costs will fall might en- 
courage you to stay in business, operatmg at a loss, for a longer 
period of time than you would consider justified were you 
certain that present prices and costs would contmue 
Now let us be really optimistic and assume some price above 
the cost of production, say, $9 00 What will be the optimum 
output at this price? Our guiding prmciple here is At any 
pnce above average total unit costs, the output at which mar- 
ginal revenue is equal to marginal cost will be the point of 
maximum net profits The reason for this should be clearly 
understood At any output less than this point, the addition 
to total revenue (margmal revenue) of a larger output would 
be greater than the addition to total cost (margmal cost) oc- 
casioned by the larger output, consequently, total net profits 
could be mcreased by expandmg output On the other hand, 
at any output beyond this pomt, marginal cost (the addition 
to total cost) of producmg the last umt will be greater than 
marginal revenue (the addition to total revenue) occasioned 
by producmg and selling the last unit, total net profits could 
then be mcreased by contracting output Readmg down col- 
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umn 8, we find that a marginal revenue of $9 00 would be 
equal to marginal cost at the output of 13 units At this out- 
put, total revenue is $117 00 and total cost is $94 40, leaving a 
total net profit of $2260 No other output would yield a 
greater net profit The reader should note that this is true m 
spite of the fact that price would still be above cost at an output 
of 14 units At 14 units, total revenue, with price $9 00, would 
be $126 00, and total cost would be $105 50, leavmg a net profit 
of only $20 50 If we assume that no other sized plant would 
have lower costs, this individual firm at a price of $9 00 would 
be in equilibrium at an output of 13 units 
While we have just said that the individual firm would be 
m equilibrium under these cost conditions and at this price 
and output, $9 00 would not be an equilibrium price for the 
industry if there were no obstacle to the entrance of new firms 
(one of the conditions of perfect competition) If any new 
firm that might start up would encounter the same cost con- 
ditions, a price of $900 which yielded a clear net profit of 
$22 60 per day, or $6,780 00 per year after all charges for m- 
terest and wages of management had been allowed, would be 
bound to attract new competitors mto the mdustry. If the 
conditions of demand remained unchanged (one of the as- 
sumptions of long-run equilibrium), the greatly mcreased 
amount of product thrown on the market would force the 
price down Where, then, will equilibrium for the mdustry 
be reached? If there are no factors of production which are 
scarce in the industry or firm, and all firms have the same cost 
conditions, the industry will be in equilibrium at the point 
where price is equal to the minimum average total unit costs 
of each firm. Any higher price would tend to encourage new 
firms to enter the mdustry, any lower price would tend to force 
some of the existmg firms to leave it (For the short run, the 
immediate effect of a price above mmimum average total unit 
cost would be to cause existmg firms to expand their output to 
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the point where marginal revenue was equal to margmal cost, 
but such a price would yield abnormal profit to every firm in 
the industry, and an inducement is immediately set up for new 
firms to enter Under pure competition, such a price could 
exist only for the length of time necessary for the existence of 
the profits to be recognized by others together with the length 
of time necessary to put a new firm mto productive operation ) 
So far we have been assummg, for simplicity, that the exist- 
ing firms m an industry were all of optimum size To bring 
our theory of costs closer to reality, we must now remove that 
assumption In attemptmg to expand output with the same 
plant and equipment, we found that the chief source of in- 
creasmg average variable costs was due to the influence of 
nonproportional returns, caused by attempting to apply more 
labor to a fixed amount of plant Our lowest average total 
unit cost ($7 10) with this plant was at the output of eleven 
units At this pomt, average variable cost was $420, average 
fixed cost |2 90 If the plant is not already at optimum size, 
we might find, for mstance, that an addition to plant and 
equipment might make it possible to double this output at the 
same variable cost with an addition to total fixed costs of, let 
us say, only $12 00 per day This would make average fixed 
costs ($44 00 — 22) equal to $2 00, average variable cost equal 
to $420, and average total unit cost of $620 We could not 
say that this was a mmimum cost for the larger plant unless 
we drew up the entire new cost schedule for the new cost con- 
ditions However, we can clearly see that what we called equi- 
librium points for the individual firm above are equilibrium 
points only on the assumption that the firm is already at opti- 
mum size Otherwise all that they show is what would be 
optimum outputs for the plant at its present size at various 
prices, and do not take account of the fact that it might be pos- 
sible to achieve lower cost with a plant of a different size. 



CHAPTER XIII 


Long-Run Partial Equilibrium Under 
Pure Competition 

TVTE DEFINE the long run as the time necessary to achieve 
.££^h-brtum within an industry We can be slightly 
more definite if we saytEaTitTs^ETtime necessary to construct 
new plant and equipment, or, for plant and equipment to be 
disinvested (that is, to wear out and not be replaced) It is 
assumed that there is no change in production techniques and 
no new mventions Under these conditions the supply and cost 
curves for an mdustry or firm will be identical if pure com- 
petition prevails 


The Planning Curve 

Now, when a new firm is considering entering an mdustry. 
It IS, of course, not burdened with any fixed plant or equip- 
ment, nor is It committed to a plant of any particular size It 
IS free to make its decision on the basis of what it considers 
will be the optimum size of plant The cost curve that would 
confront such a firm before it starts has properly been called 
a planning curvet' Let us try to construct such a planning 
curve The only element which might now truly be considered 
a fixed cost regardless of different possible plant sizes will be 
the wages of management necessary to mduce the owner or 

^Professor Schumpeter uses this term in classroom presentation I am not aware 
that It has appeared in print elsewhere 
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owners to go into the business at all on any scale, that is, their 
“opportunity” costs Interest charges, maintenance costs, and 
the like will become fixed charges ajter the size of plant is 
decided upon and the plant is m operation However, as long 
as the question is what size plant is to be adopted, the estimated 
amount of these charges will vary with each size of plant under 


F 



consideration The plannmg curves correspond to the ATUC 
curve on page 204, one curve for each possible size of plant 
Such a curve would look like Diagram. 1 
In Diagram 1, the small dotted curves such as C'C' represent 
the cost conditions of each possible size of plant The solid ' 
wavy curve CC represents the plannmg curve and shows the 
average total unit cost for each output with the size of plant 
best suited to that amount of output The reason why dus l 
curve IS wavy rather th an smootbH ies m the indivisibility of 
ceitaiiifactop Hproduction ^For^ we~canaor'aH^ | 

one half or one quarter of a machme to a plant A machine 
which IS capable of addmg 1,000 units a year to total output 
might cost |500 00, meanmg an addition to mterest charges of 
$25 00 (at 5 per cent) and mamtenance costs of, say, $20 00, 
addmg a total of $45 00 to annual costs If, then, at some one 


2 Sometimes called “lumpmess” of factors 
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output It IS desired to increase production by one more unit per 
year, to do so by addmg a machine would mean a machme 
cost for that unit of f45 00 If we wished to increase output by 
500 units, adding a machine to do so would mean a machme 
cost of only 9c per unit on the added units Obviously, if only 
a small addition to output is desired, it will be better to work a 
smaller plant beyond its optimum capacity rather than enlarge 
the plant Thus, in the diagram, although point P is on a 
rismg part of the cost curve for one sized plant, to shift to a 
larger plant in order to produce only one or two more units 
would jump average costs up to point P' on the next cost curve 
The point where it would just pay to shift to a larger plant is 
the point where one small curve mtersects the next, that is, the 
point where average total unit cost of the smaller plant is just 
equal to that of the next larger plant For the purposes of 
subsequent diagrams, however, we shall draw the planning 
curve CC as a smooth line, assuming that we are mterested only 
m such large changes m output as to make the best use of the 
added facilities 

Decreasing and Increasing Costs 

The reasons for the declming slope of CC are the economies 
of large-scale production. First, there is the fuller utilization 
of mdivisible factors (m this case, the owner’s services of man- 
agement) ® In addition, there are possibilities of better division 
of labor For example, m a small factory, workers would all 
grmd their own tools, wasting time whenever they went to the 
emery wheel In a larger factory it would pay to hire one 
man to do nothing but grmd tools while the others remain 
steadily at their machines Specialization of workers mcreases 
efficiency, but becomes feasible only as output is large enough 
to employ workers full time at each task The use of certam 


^ External ec onomies may become internal whenever the firm is large enough 
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kinds of machinery is also often feasible only with a large 
output For instance, a conveyor system costing $200 00 per 
week to operate may be capable of replacmg 20 laborers at 
$25 00 pel week (a labor cost of $500 00) The machine cost 
of a fully utilized conveyor is then only two fifths of the labor 
cost for the same kind of work But for a small factory which 
uses only four men at this kind of work at a labor cost of 
$100 00, It would not pay to install a conveyor The same 
principle applies to hired executives of particular efficiency It 
would not be good busmess to hire Alfred Sloane at his present 
salary to manage a small retail shop, but it might be advisable 
to pay this much or more to hire him to run the purchasing 
activities of a large-scale firm Another economy of large- 
scale production might be the possibility of a lower price for 
rafv materials when bought in carload lots While decreases 
in cost of this sort are very great as between the smaller sized 
plants and the next larger ones, the fall in costs will not con- 
tinue at the same rate as the plants become larger and larger 
If we continue to retam the assumption that there are no 
scarce factors of production, that is, that the factors of pro- 
duction are in perfectly elastic supply to the individual firm, 
the only factor that would operate to cause the cost curve to 
rise eventually as a larger sized plant is adopted would be 
the diseconomies of large-scale management As the plant be- 
comes larger and larger, the central managing authority is less 
and less able to give its attention to details If any pretense 
of efficiency is to be maintained under these circumstances, 
more and more authority must be delegated to subordinate 
managers and foremen But there are limits to which such 
authority can be delegated with success If left entirely to 
Itself, one department might mcrease its own efficiency at the 
expense of other departments and consequently at the expense 
of the general efficiency of the plant If disputes are to be 
avoided, the central authority must exercise at least a coordi- 
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nating function However, each time a subordinate official 
must consult the central authority, he wastes time which he 
might have spent on his routine work, and there is, of course, 
a limit to the number of such questions that the central au- 
thority can handle The usual solution to this problem is to 
set up rules for the guidance of subordmate officials But the 
more specific the rules, the less they will fit the different situa- 
tions which may arise and the more occasions there will be to 
consult the management The more general the rules, the 
more probable will be failure in coordmation, and the more 
dependence must be placed on the judgment of the subordinate 
officials The point at which this mfluence toward mcreasing 
costs will tend to overcome other tendencies to decreasmg costs 
will be different for different industries 

Conditions of Equilibrium Under Puie Competition 

Under pure competition, so long as any mdividual firm is 
of less than optimum size, there will be no point of equilibrium 
for the industry Any firm of less than optimum size can 
lower Its costs by increasmg its output It will be able to sell 
a greater output by cutting its price just under competitors’ 
prices, and thus, under pure competition, selling all of the prod- 
uct It wishes at the expense of the other firms The other 
firms, m order to meet this competition, must lower their 
price, and m order to do so will expand their output to achieve 
lower costs If the demand is not sufficient to take the full 
output of all the existmg firms at their optimum size, some of 
the firms will be forced out of busmess, the business being di- 
vided up among the few firms that remain The persistence of 
decreasmg costs for the mdividual firm over a wide range of 
output is thus one of the forces tendmg toward oligopoly ^ or 
monopoly when the demand is not large enough to retam a 
large number of firms m competition at optimum output. 

^ See Ch XXVI on General Equilibrium under MonopolisUc Competition 
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If there are no scarce factors of production and no impedi- 
ments to the entry of new firms, the industry will not be in 
equilibrium while existing firms are greater than optimum 
size Even though all the existmg firms might be content to 
continue at a price which was equal to marginal cost of the 
larger output, thus making a profit from the difference be- 
tween price and average cost, new firms would be free to start 
plants of the optimum size and undersell the existing firms, 
forcing the existing firms to take a loss until they can contract 
their plants to the optimum size If we draw up a long-run ' 
supply curv e for the industry under these conditions, it will 
^^^ear as follows ” ~ 



Diagram 2 — Increase in Demand Under Constant Costs 

In Diagram 2, DD is the demand or average revenue curve 
CC is cost of production for the industry and is identical with 
long-run supply price PM represents the equilibrium price, 
and^M the equilibrium output A considerable portion of 
CC contmues horizontal, representing the addition to the in- 
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dustry of more and more firms each producmg at its optimum 
output and at minimum average total unit cost The reason 
why the curve starts to turn upward after a while is that, al- 
though each firm is operating under identical cost conditions, 
as more and more firms are added to the mdustry, all would 
have to pay a higher price for raw materials or for labor so as 
to attract these factors away from other mdustries of increasing 
importance * 

Although PM IS a long-run normal equilibrium price, there 
IS no reason to expect market price to be equal to it at any 
given moment The equilibrium price is the price that mar- 
ket price will reach if the same conditions of cost and the 
same conditions of demand persist long enough Thus, m 
the diagram, if demand mcreased (DD would then shift to 
the right to D'D'), the mcreased demand would first be met 
by an expansion of output by existing plants until the higher 
marginal cost of the mcreased output equalled the higher price 
Temporary market price might be at pomt A, but the tendency 
would be for new competing firms entermg the industry to 
drive It down to the new equilibrium price of P'M' at the new 
equilibrium output of OM' A permanent decrease m demand 
would first force all firms to sell below average total unit cost 
at the pomt of least loss until some were forced out of busi- 
ness and the new long-run price was approximated 

So far we have been assummg as a condition of constant cost 
that there were no scarce factors of production, that is, that the 
factors of production were m perfectly elastic supply to the in- 
dustry We must now remove that assumption Obviously, 
the first units of factors to enter an mdustry will be those 
whose opportunity costs to the mdustry are lowest Those 
owner-managers whose opportunities of eammg wages of man- 
agement are poorest m other mdustries will be most attracted 
to a particular industry Or it may be those who are best in 
other mdustries but who find superior opportunity to exercise 

=^Tliis means, however, that the industry has passed beyond the pomt of con- 
stant costs 
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their talents in a new industry Of laborers of a given grade of 
efficiency, those will be hired first away from other mdustries 
where their services are of least value to their present employ- 
ers Capital will be drawn first from other sources where it 
IS earnmg the least return, the same will be true of land suit- 
able for the type of enterprise m question If buyers wish 
more of the product than can be supplied by the units of the 
factors with the lowest opportunity costs, they will have to 
pay a price which will be sufficient to attract the units of fac- 
tors with the ^lext higher opportunity costs into the mdustry 

But the units of the factors already in use will be able to 
command a price equal to that of the units with the higher 
opportunity costs This difference between what a unit of a 
factor must be paid to retain it m the industry and the price 
It IS able to get because of the necessity of paying higher prices 
to attract other units is sometimes called a reraif This will 
be more fully discussed in Chapter XXIV 

If this type of rent is not considered as a cost of production,' 
then equilibrium will be reached ;when the price is equal to 
margmal cost of the lower-cost firms and to mmimum aver- 
age total unit cost (and to margmal cost) of the highest-cost 
firms which remain in the industry These highest-cost firms 
will be the marginal firms, that is, the ones that are just in- 
duced to stay m the mdustry by the present price These mar- 
ginal firms will be the ones to leave the industry first if the 
price falls 

It should be noticed that these highest-cost firms are not 
necessarily the least efficient ones For mstance, it may be that 

5 It makes no difference in the determination of output whether this type of intra- 
industrial rent is considered as a cost or not If the units of the scarce factor with 
low opportunity costs are owned by the owner of the business, the rent will be a part 
of the net return which he is trying to maximize, and he will produce up to the point 
where marginal revenue is equal to marginal cost (not including rent) If others own 
the units, and he has to pay rent for them, he will produce to the point where maigmal 
revenue is equal to average cost (including rent) Margmal cost (not including rent) 
and average cost (including rent) are the same, under these conditions 
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they have the most efficient managers, and hence managers 
most capable of commandmg a high wage in other industries 
so that they will be the first to leave this industry if it does 
not give them a return equal to what they could earn else- 
where The same would be true of land If the price of corn 
drops, that land which will be withdrawn from corn produc- 
tion first will not necessarily be that which is worst suited to 
corn production, it may be that which is best suited to 
wheat production 

We are now prepared to sum up tlie conclusions we have 
drawn Under pure competition, in the long run-— 

\x (1) Price will have to be at least equal to minimum average 
total unit cost at the optimum output foi any firm which is 
to remain in the industry 

(2) There will be no competitive equilibrium for the in- 
dustry while any firm is producing under conditions of de- 
creasing cost (that IS, if any fiim is less than optimum size, or, 
if at optimum size, is producing less than the minimum aver- 
age total unit cost output) 

^ (3) There will be no competitive equilibrium if firms are 
greater than optimum size, and if free entry to the industry 
IS possible for other firms under the same cost conditions 
v^4) If there are no scarce factors, price will be exactly equal 
to minimum average total unit cost, at optimum size, of aU 
firms in the industry Production is then under conditions 
of constant cost as more firms are added 
*^(5) If there are scarce factors, givmg rise to higher factor 
prices as the mdustry expands, price will be equal to marginal 
cost (not includmg rent) of the lower-cost firms, and will be 
equal to mmimum average total unit cost of the highest-cost 
firm which it is necessary to attract into the mdustry to satisfy 
the demand for the product 

(6) If rent of scarce factors is considered as a cost, price will 
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be equal to mmimum average total unit cost of all firms 
(See the discussion of rent in Chapter XXIV ) 

Notice that we have at least six “ifs” here Failure of any 
one of them to be fulfilled may either prevent equilibrium or 
destroy pure competition, replacmg it by monopolistic compe- 
tition or oligopoly 



CHAPTER XIV 


Problems of Agricultural Policy 

T he mutually interrelated problems that may be 
grouped under the general heading of “the farm problem” 
have much with which to challenge the mterest of the serious 
student of economics, smce they involve the application of al- 
most every prmciple of economic theory As with many other 
questions of national economic policy, the problem is political 
as well The pure economic theorist may propose a solution 
for the farm problem which is based on sound economic logic, 
the admmistrator, however, who attempts to put such a plan 
into effect must face the realities of both domestic and mter- 
national politics His question is not so much “What is the 
best plan?” as it is “What is the best plan which can be 
adopted m the existmg political situation?” As regards any 
particular measure, it is not simply a question of “Is this meas- 
ure desirable?”, but rather “After all the political concessions 
that will be necessary to secure its adoption have been made, 
will this measure still be desirable ?” 

At the very outset the question, “Is there any justification 
for special aid to the farmer?” must be proposed In opposi- 
tion to such aid it is urged that the farmer as a busmess owner 
stands a chance to make a profit and assumes a risk of loss, 
therefore, there is no more and no less reason to aid him m bad 
times than to rush to the aid of a manufacturmg capitalist who 
suffers icverses. The farmer who, when, wheat is sellmg at 
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|2 00 a bushel, mortgages his own farm m order to buy an 
additional farm is a land speculator and deserves no better fate 
than an urban real estate speculator who makes a similarly 
unwise investment In many cases changes m taste and die- 
tary habits have decreased the demand for certam farm prod- 
ucts, but the danger of these changes occurs constantly to 
manufacturing producers, and nobody takes up collections for 
the destitute ex-manufacturers of hoop-skirts The mere fact 
that the farmer is in bad straits seemingly would entitle him 
to exactly as much, and no more, consideration than we give 
to the unemployed industrial worker 
In spite of these arguments, there are certam grounds on 
which the faimer may legitimately, and with self-respect, 
claim the consideration of his problems by the Federal Govern- 
ment and the American people The farmer is injuied by the 
special privileges which are granted to other groups The 
American tariff policy forces the farmer to buy in a domestic 
market while he must sell m a world market Clothing, 
building materials, and household goods are all protected by 
tariffs which raise the price that the farmer has to pay for 
them Corn, wheat, cotton, tobacco, and the other major 
crops are produced in such quantities that an exportable sur- 
plus results, and it is the price which prevails m world markets 
which determmes the domestic price for such products 
There are other mequities besides the tariff Labor unions 
are allowed to organize quasi-monopolies of their craft to 
raise wages, which practice increases the prices of many of the 
products that the farmer must buy Most of the products 
which the farmer must buy are either produced by monopoly 
or by firms operatmg under conditions of monopolistic com- 
petition One of the chief reasons for the plight of the faimer 
IS that agriculture in general is one of the few branches of 
industry in which conditions approachmg those of pure com- 
petition still survive It is not an exaggeration to say that the 
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farmer must sell in a highly competitive market, while most 
if not all of the nonagricultural products which he has to buy 
are produced and sold under conditions of varying degrees of 
monopolistic price control 

A very brief review of the historical changes which have 
taken place in American agriculture may put us in a position 
to understand better the present agricultural problems Even 
in Colonial times, American agriculture was on an export basis 
Wheat' corn, tobacco, and later cotton were and have continued 
to be the prmcipal crops upon which the farmers of this country 
depend for cash mcome Even m these early days, the demand 
situation prevailing in European markets was one of the very 
important factors mfiuencmg the price which American farm- 
ers received for these crops However, when we probe more 
deeply into the matter, we discover many contrasts between the 
situations prevailmg under early farmmg and those that pre- 
vail at present The early development of American agricul- 
ture paralleled m time the mdustrial progress of England, and 
presently of the United States Both in Europe and to a lesser 
degree in America, people were concentratmg in industrial 
manufacturmg cities and population was mcreasmg rapidly 
Consequently, the demand for agricultural products, both 
foodstuffs and agricultural raw materials, was an ever-ex- 
pandmg one The chief problems which confronted the 
United States then were simply those of expandmg agricultural 
production and providing adequate means of transportation 
to bring the agricultural products to hungry cities Farmers 
suffered occasionally from drought and other adverse weather 
conditions, as they always have and probably always will, but 
where transport facilities were adequate, for farmers to suffer 
from a surplus of agricultural production was a condition that 
was almost entirely unknown Particularly heavy crops did 
depress prices and cause farmers to grumble, but such a thmg 
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as a general surplus of practically all agricultural products was 
unheard of 

Agricultural problems before the twentieth century were 
chiefly and almost solely problems of production Practically 
all agricultural leaders devoted their efforts to mcreasmg the 
yield and improving the quality of agricultural products 
The workers of tire natural sciences became the chief helpers 
of agriculture New varieties of plants better able to withstand 
the climatic conditions of various localities were developed, 
means of controlling insect pests were studied and perfected, 
scientific breedmg improved farm animals, new systems of 
crop rotation tended to retam the fertility of the soil This 
process is still going on and improvement is still being made 
in the means of agricultural production However, the pri- 
mary problem of the American farmer at tire present time is 
not so much how to produce a crop as how to dispose of it at a 
profitable price once he has produced it 

Perhaps one single fact may make us realize vividly the 
change which has taken place in agricultural production: In 
1787, the year the Constitution was framed, it required 19 
people living on farms to feed and clothe one person in the 
city, m addition to feeding and clothing themselves, today 19 
people on farms can provide for the agricultural requirements 
of 66 people living m cities ^ 

Production Responses to Price Changes 

Since agriculture is characterized by conditions closely ap- 
proximatmg those of pure competition, we should expect to 
find marginal farms droppmg out of the production of various 
crops as prices fall and new farms begmnmg production as 
prices rise The theory states, however, that these changes 
may be expected to take place “in the long run” These 

^ Secretary of Agriculture Henry A Wallace, in a speech at Des Moines, Iowa, 
August, 1938 
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changes do take place in practice but the increases in units of 
production in response to rising prices aie much more rapid 
than the decreases in production units following fallmg prices 
Several factors account for this difference 

Some crops require either special machmery or special 
methods of production Rice, for example, requires extensive 
irrigation When, m response to a higher price, irrigation 
facilities have been provided, the tendency is for the farmers 
to try to hold on for a few years in an attempt to realize some- 
thmg on the mvestment It usually requires about three suc- 
cessive years of low prices to cause any substantial reduction 
in rice acreage, many other crops require more than one year 
of low prices to cause acreage reduction In the case of tree- 
grown crops such as fruits and nuts, responses m actual pro- 
duction to changes m price are much slower both m increases 
and declmes A few years of relatively attractive prices may 
cause expansion of orchards but these trees do not begm to 
bear fruit for several years Once they are bearmg, even sev- 
eral years of low prices may still find the grower reluctant to 
cut them down Aside from vagaries of nature, the only 
force operatmg to decrease production wdl be the failure to 
replace old orchards and old trees as they die or cease to bear 
If he can avoid it, the grower will not ordmarily pick the fruit 
unless the price promises to cover the cost of pickmg and 
marketing Unless weather damage or insect pests decrease 
the crop, prices may remam at or near this low (variable cost) 
level for several years without causmg a substantial decrease 
in production. 

Many types of soil and climate are technologically suited to 
the growth of a wide range of crops When we take freight 
rates and marketmg facilities into account, however, we find 
that the number of commercially feasible crops is considerably 
below the number of botanically adapted crops m most local- 
ities Even crops which are closely related m methods of pro- 
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duction may exhibit considerable marketmg differences For 
example, many parts of the Western cattle range country are 
equally well suited to the grazmg and care of milk cows 
They are too far away from large cities, however, to allow 
shipment of fresh fluid milk or even the production of evap- 
orated milk and butter and cheese, and the higher freight 
rates prevent them from competing with the present milk- 
producing areas which are closer to the centers of consumption 
The development of refrigerator cars and fast freight service 
in recent years, however, has had a tendency to widen the num- 
ber of commercially feasible crops for many localities The 
South has benefited particularly by this development, since 
Southern truck crops mature earlier than those m the North 
and they are able to command an early season premium m 
price which helps to overcome the cost of the long haul 

When the number of commercial crops is sharply limited, 
either by natural or economic factors, even shifts from one crop 
to another may avail little in relieving the farmer from the 
effect of disastrously low prices For example, in some parts 
of the Southeast the two chief crops competing for the use of 
the land are cotton and peanuts Any large shift from cotton 
to peanuts'm response to low cotton prices may find the farmer 
receiving as low or lower cash return per acre of peanuts as he 
would have had if he had contmued to raise cotton While 
the elasticity of demand for peanuts may be somewhat greater 
than the elasticity of demand for cotton, it is not great enough 
to prevent serious declines in price if there is a great addition 
to the supply 

Even before World War I, when agriculture was more 
prosperous, many farmers had the bitter experience of shift- 
ing their entire acreage from one crop to another, only to find 
themselves one year behmd the price changes m the market 
This kind of experience has led many of the more conseivative 
farmers to give up attempting to forecast prices and instead to 



PROBLEMS OF AGRICULTURAL POLICY 227 


divide their land among a few of its best uses in the hope that 
price fluctuations in the various crops will cancel out to yield 
them a more stable mcome Other farmers may be led by 
experience to hold steadily to a single crop in the hope of 
“making a killing” when years of high prices occur Some 
potato growers m Idaho figure that they can afford to stay in 
business on one good price year out of five, and that with two 
or more good years out of five they will show a profit Either 
of these practices, if followed by any considerable number of 
farmers, has a strong tendency to delay acreage changes in 
response to price Supply is thus inelastic for short periods 

So far we have been discussing simply the mfluences affectmg 
acreage changes as the determmant of agricultural production 
The number of acres planted to a given crop is the one factor 
affecting production which is most subject to control in ac- 
cordance with the judgment of the farmer as to anticipated 
prices If, for the moment, the question of government con- 
trol (or mfluence) is ignored, the only important element 
other than price that will be apt to deter the farmer, from 
plantmg his intended acreage to a particular crop is the pres- 
ence of unfavorable weather at p)lantmg time, which makes it 
difficult or impossible for him to work his fields Production, 
of course, is a function of yield per acre as well as of total 
acreage * 

The yield per acre is a factor which is far less subject to the 
farmers’ control than the acreage planted Weather is an 
important factor m determming the yield of all crops, and m 
many instances weather alone can spell the difference between 
a total crop failure and a record yield Nevertheless, assum- 
mg “normal” weather conditions, or similar weather condi- 
tions, m two or more successive years, there are many prac- 

2 Planted acreage is also the best single statistical measurement of the farmers* de- 
sires to expand or contract production of a given crop Fertilizer sales may give a 
rough indication of the desire to increase yields, but there is generally no way of 
knowing to what crops the fertilizer js to be applied 
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tices which, the farmer may adopt which will tend strongly to 
influence the yield per acre and hence the total production He 
may use fertilizer or (within limits) he may mcrease the 
amount of fertilizer used, he may buy a variety of seed which 
IS known to give greater yields, he may increase the number 
of times the field is cultivated, he may make a more active 
effort to control insect pests for which known remedies are 
available 

In general, the relation between changes m the price antici- 
pated by the farmer and changes in the above practices to m- 
fluence yields is somewhat more complicated than in the case 
of acreage variations If the amount which can be added to 
the yield by any one of these practices is known, we muluply 
It by the anticipated price to obtain the anticipated mcrease in 
total revenue If, then, the cost of the practice falls anywhere 
short of this sum, it will appear profitable for the farmer to 
act along these lines This is simply a rough approximation 
of our principle of equatmg marginal revenue and margmal 
cost 

However, certain secondary influences present themselves, 
which may tend toward prolongmg the mcreased yields even 
at much lower anticipated prices than the one which influenced 
the first decision When soil has been fertilized for a few 
years, a sufficient amount of fertilizer may remain m the soil 
to yield fairly large crops even though no more fertilizer is 
added for a year or two This, m fact, is a normal expectation 
When superior seed has passed tlie developmental stage and 
IS produced in commercial quantities, its difference m price 
over poor seed is generally so slight that it pays to use good 
seed if the crop is to be planted at all After the crop has been 
planted, spraymg or dustmg for msect pes|;s may be the only 
means of savmg all, or any considerable part, of the yield It 
will then pay to spray or dust if the anticipated receipts from 
the crop (after harvestmg and marketmg charges are de- 
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ducted) are anything above the cost of spraying or dusting 
Itself, disregarding all previously incurred costs 
In the case of farm machineiy, farmers should figure de- 
preciation and mterest charges in addition to the operating 
costs, and make sure that all these costs will be covered by an 
increased value product before they purchase the machine 
(At this moment the cost is not yet incurred, hence variable ) 
Yet farmers who do this may find that the price of the product 
falls and that the mcreased yield from greater cultivation does 
not return all these costs for the use of the machine Other 
farmers may not figure costs carefully at all — indeed many of 
them have bought tractors simply from the motive of havmg 
something to ride on rather than havmg to walk behmd the 
plow or cultivator In any event, once the machinery has 
been purchased it will contmue to be operated so long as the 
costs of fuel, oil, and repairs are less than the expected returns 
(Depreciation and interest will now be fixed costs ) 

Decreases in yields are due far more to weather conditions 
than to voluntary contraction by ..the farmer Methods of in- 
creasing yield, which are adopted m response to high prices, 
will be contmued in years of low prices as long as the antici- 
pated price of the product promises to cover the variable costs 
of their use The most important way m which lower prices 
may tend to reduce yields is by leaving the farmer short of 
cash or credit with which to buy fertilizer and equipment 
(Judging by the credit policies of fertilizer and equipment 
companies m many regions, this is not a serious factor at pres- 
ent ) In most major crops produced in the United States the 
long-time trend of yields has been steadily upward Even in 
cotton, several years of low prices failed to discourage farmers’ 
efforts to increase yields and the 1937-1938 season found fer- 
tilization, plus very favorable weather, producmg an all-time 
record yield The tables which follow show the ten-year 
average yields m each of several major crops for the United 
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States and for certain states which may be considered typical 
The 1937-1938 season yields are also shown separately 

Table III 

TEN-YEAR AVERAGE YIELDS, UNITED STATES 



Wheat 

(bu) 

Rye 
(bu ) 

Oats 

(bu) 

Corn 

(bu) 

Cotton 

(lb) 

Tobacco 

(lb) 

Potatoes 
(bu ) 

1870-79 

12 5 

10 

8 

26 1 

26 5 

195 3 1 

754 7 

83 9 

1880-89 

13 2 

12 

1 

28 0 

26 0 

184 5 

712 5 

83 0 

1890-99 

1 13 7 

12 

7 

27 2 

26 0 

201 8 

754 2 

82 6 

1900-09 

14 4 

13 

3 i 

28 8 

27 3 

193 4 

824 4 1 

94 9 

1910-19 

14 2 

12 

5 , 

31 0 

26 0 

193 1 

808 4 

97 2 

1920-29 

14 0 

12 

7 1 

29 7 

26 9 

171 6 

772 8 

110 6 

1930-381 

13 3 

11 

7 ^ 

j 

27 4 

22 8 

206 2 

820 4 

111 4 

Crop Year 









1937-38 

13 6 

12 

9 

i 

32 7 

28 2 

264 6 

897 1 

123 1 


^ Nine year average 


Table IV 

TEN-YEAR AVERAGE YIELDS, IMPORTANT STATES 



Wheat 

Kansas 

Rye 

N Dak 

Oats 

Iowa 

Corn 

Iowa 

Cotton 

Miss 

Tobacco 
N C 

Potatoes 

Maine 

1870-79 

13 6 


33 9 

37 4 

208 6 

470 7 

108 0 

1880-89 

13 9 

1012 

33 7 

34 7 

196 9 

398 7 

114 1 

1890-99 

13 4 

10 8 

31 8 

34 3 

209 5 

536 7 

129 4 

1900-09 

13 8 

13 3 

30 6 

38 1 

203 5 

622 8 

175 8 

1910-19 

13 5 

10 3 1 

37 3 

38 9 

185 5 

647 2 

206 4 

1920-29 

13 2 1 

12 0 

35 4 

401 

197 7 

675 8 

246 5 

1930-381 

12 3 ' 

101 

314 

35 6 

245 8 

794 8 

269 9 

Crop Year 








1937-38 

15 1 

10 8 

45 0 

45 0 ; 

368 0 

884 0 

287 0 


^ Nine year average 
Eight year average 


These tables do not give an entirely true picture of the in- 
crease in productive efficiency of farmmg for this period 
Durmg the last two or three decades covered by the tables, 
production of grains and potatoes has been widely extended m 
the “dry land regions” of the West The relatively poor show- 
mg of wheat, rye, and oats is due partly to the spread of “ex- 
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tensive” farming methods and partly to dust storms occasioned 
by the type of farming The fact that the average yields for 
the country as a whole have continued to mcrease despite the 
inclusion of these poorer lands m cultivation is evidence of a 
still greater mcrease m efficiency than that shown by the yields 
On the other hand, the fact that acreage control programs, 
particularly in cotton and tobacco, have been m effect durmg 
the 1930-1937 period may tend to distort the picture m the 
other direction Farmers who are given an acreage allotment 
will naturally take their least productive acres out of cultivation 

Farming of New Land and Farm Abandonment 

The above discussion of production responses to price changes 
dealt with adjustments made by a farm which continues in 
operation, that is, one which contmues with shifts and varia- 
tions from one crop to another and m attempts to secure high 
yields There is one other way m which production may vary 
in response to price, that is, in the organization of new farms 
on previously unused land m response to high prices and the 
abandonment of old farms as prices fall Both of these re- 
sponses are apt to be slower than shifts from one crop to an- 
other, but even here increases m production m response to 
price tend to take place much more rapidly than decreases in 
production due to farm abandonment The prospect of a few 
years of high prices may make it appear worth while to work 
lands of comparatively low fertility which it would not pay to 
cultivate at lower prices High prices may also make it 
appear profitable to clear “waste land” of underbrush and 
stones and bring it into cultivation 

It may take several successive years of low prices m most of 
the possible alternative crops to cause much reduction m pro- 
duction through farm abandonment Mere foreclosure of a 
mortgage does not mean that a farm is taken out of production 
When a mortgage is foreclosed, the holder of the mortgage has 
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a choice among three courses of action He may allow the 
farm to be sold for what it will brmg at public auction, in 
which case the buyer will contmue to operate the farm, or he 
may bid the farm m himself and then either operate it or rent 
It to someone else (perhaps to the previous owner) Even if 
no other buyer makes an offer, we may be sure that the mort- 
gageholder will attempt to operate the farm as long as there 
is any prospect at all of recoupmg some part of his losses 
Generally this means that for some few years the farm will 
continue to be operated as long as the anticipated returns 
promise to cover the additional costs of a year’s operation If 
taxes have been paid up to date, these variable costs need not 
even include taxes The operator can gamble on one year’s 
return and if this does not include enough to pay taxes, he may 
allow the county or state to seize the land at a tax sale and 
keep m his pocket whatever income there is above other costs 
Lack of alternative occupations, particularly m business depres- 
sions, IS another factor operating to delay |arm abandonment 
Taking a farm out of production is tlius seen to be a very 
slow response to price More rapid abandonment is usually 
occasioned by dust storms or other natural calamities which 
make the prospects appear poor 'for raising any crop at all, 
regardless of price Farm abandonment m response to several 
successive years of low farm income is usually preceded by a 
period of several years of cutting costs, those most commonly 
dispensed with bemg fertilizing, terracmg, and other soil- 
buildmg practices The farm is not usually abandoned until 
it IS “worked out” If there is any danger that we will be 
threatened with a shortage of arable land m the future, there is 
thus some justification for the payments made by the Agricul- 
tural Adjustment Administration for “soil-buildmg practices ” 
After all the above influences have been allowed for, there is 
one still more important reason .why agricultural production is 
not voluntarily controlled m an effort to govern price Smce 
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each individual farmer is responsible for so small a part of tlie 
total production of any crop, each one realizes that he cannot 
affect the price to himself by the mfinitesimal amount which 
he individually may witlihold from, or throw on to, the mar- 
ket It requires the reduction of output by all, or a very large 
number of, farmers to raise the price from the supply side of 
the market The only consideration which will cause sub- 
stantial voluntary reduction of acreage (without agreement, 
benefit payments, or compulsion) is the firm belief of a great 
proportion of farmers, prior to planting time, that the price of 
the crop will be very low Cultivators of particular crops have 
assembled in meetmgs from time to tune and counseled each 
other to reduce acreage Usually the more they believed one 
another’s promises, the more they believed that the price was 
going to be high Consequently, it frequently happened that 
each farmer went home and planted, not less, but more acreage 
than the year before 

The question may be argued as to whether control of agri- 
cultural production is desirable If it is conceded that such 
control IS advisable, it must be obvious that the mitiative of 
the mdividual farmer cannot be relied upon to achieve it 
Planted acreage depends mostly on the price forecast m the 
mind of each individual farmer If all farmers believe the 
price will be high, it is likely to be low If all farmers believe 
the price will be low, it will probably be high When “bal- 
anced agricultural production” has been achieved, it has usu- 
ally been the result of a happy and fortuitous combmation of 
right and wrong guesses on the part of the farmers 

Problems of Farm Valuation and Farm Debt 

The value of a farm is its capitalized net income That is, if 
the annual average net income of a farm is divided by a given 
rate of mterest, the result is the capital sum which would have 
to be mvested at that rate of mterest to yield a similar net 
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income This formula, however, does not begm to solve our 
problem The true value of the farm must be based, not on the 
past net income, but on the anticipated future net income If 
the farm has been properly cared for and not “worked out,” 
the past yields may give us a fair mdication of the average pro- 
duction to be expected m the future, but former prices are 
most unreliable as a guide m determining the prices at which 
those future yields may be sold 
There is always a danger that farms will be overvalued after 
a few years of high prices Wars, crop failures m other parts 
of the world, and violent upswings of the busmess cycle may 
each result in short periods of high farm product prices In 
these periods prospective buyers of farms are always apt to 
pay too much attention to the net mcome of the past year or 
two and fail to realize that the high prices and consequent 
high net mcome cannot be expected to continue As a result 
they rush to buy farms at excessively high prices and commit 
themselves to mortgages m order to buy them Bankers and 
other lenders m farm communities have usually been equally 
shortsighted m extendmg excessive mortgages on overvalued 
farms durmg periods of high prices 
When a few years of low prices follow a period of high 
prices, farmers who have bought farms at inflated values find 
that they are unable to meet even mterest payments on the 
mortgages, to say nothmg of making repayments on the 
prmcipal sum Such times usually find some farm groups 
demanding “more liberal” farm credit while others are asking 
some form of price inflation or farm aid 
Liberal credit in the form of government or government- 
guaranteed loans at interest rates lower than market rates of 
mterest can save the farmer only if his farm has not been too 
greatly overvalued and too greatly mortgaged To see how 
this works, let us assume that, when wheat is selling at $1 50 per 
bushel, a farmer with $3,000 cash buys a farm for $10,000, 
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giving a 15,000 first mortgage at 6 per cent and a $2,000 second 
mortgage at 8 per cent for the unpaid balance. (To keep 
the problem simple, we will assume that wheat is the only 
crop for which the land is fitted) Various possible circum- 
stances are shown m the followmg table 


Table V 


Price 

o£ 

Wheat 

Farm ^ ^ 
Net 
Income 

Farm - 
Value 

Interest on 
15,000 1st 
Mortgage 

Interest on 
$2,000 2nd 
Mortgage 

Debt 

Repaid 

Unpaid 

Interest 

$1 50 

$600 

$10,000 

@ 6% 1300 

@ 8% $160 

1140 


1 00 

360 

6,000 

@6% 300 

@8% 160 


$100 

1 00 

360 

6,000 

@3% 150 

@ 4 % 843 

126 


80 

200 

3,333 

@3% 150 

@ 4 % 84 


34 


^ These figures are assumptions perhaps in lough accord with facts 

2 In calculating farm value, we assume a rate of interest of 6 per cent m each case, 
which IS, of course, an oversimplification 

3 Second mortgage is increased by $100 to cover previous unpaid interest 

The first Ime of the table shows us the farmer’s expectations 
when he buys the farm After meeting all other expenses he 
would have $140 to apply on paying back the principal on his 
mortgages (We assume that his livmg costs, which we de- 
duct m computing net income, are met out of his own wage 
as a farmer Properly speakmg the mterest charges are also 
costs, but m our table we wish to show the relationship be- 
tween these charges and the cash available to meet them ) 
Under these circumstances, if the farmer contmues to pay the 
$140 each year plus the mterest charges saved by its repayment, 
he will be able to pay oflF the second mortgage m about ten 
years and the first mortgage twelve years after that In 
twenty-two years he would own a $10,000 farm free of debt 
if the price of wheat stays at $1 50 and if average yields and 
other costs remain unchanged 

The second Ime of the table shows the situation m which 
the farmer would find himself if, m the first year after he 
bought the farm, the price of wheat should fall to |1 00 The 
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farmer’s original investment of $3,000 has been wiped out; 
the value of the farm is |1,000 less than the combined amount 
of the first and second mortgages, and $100 of the interest 
charges remains unpaid The farmer may be threatened with 
foreclosure if this situation continues 
The third line of the table represents the situation as it 
would be if some government farm credit agency offered to 
take over the existmg debt of 3 per cent on the first mortgage 
and 4 per cent on the second mortgage If the price of wheat 
remams steadily at |1 00, even with these liberal mterest rates 
It will now take the farmer thirteen years to pay off the sec- 
ond mortgage and an additional eighteen to pay off the 
first mortgage If, however, the farmer does not expect the 
price of wheat to rise above $1 00, he would be unwise to 
accept these terms at all By accepting these terms, if the 
price of wheat does not average higher than $1 00, he would 
be paymg $7,100 for a farm worth $6,000 m addition to the 
$3,000 already lost He would do better to allow the farm to 
go at a foreclosure sale and then either rent a farm or try to 
buy one at a value more m Ime with the price of wheat Nor 
should the credit agency take over the mortgages on these 
terms if there is any expectation that the price of wheat will 
average $1 00 foi a number of years It should msist that the 
mortgages be scaled down before it assumes them The only 
consideration that would justify the terms shown m Ime 3 
of the table is the firm belief on the part of all concerned that 
the price of wheat will rise shortly and will average higher 
than $1 00 for long years to come 
Let us suppose, for a moment, that such a price rise is 
anticipated and the terms are agreed upon Lme 4 of the 
table shows what would then happen if, instead of rismg, the 
price of wheat should decline to 80 cents and promise to re- 
main there The value of the farm would drop to one-third 
of Its origmal purchase price, and thf farmer would lack $34 
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of even meeting the low interest charges, without paying a 
cent on the principal 

We find, then, that more liberal credit is of real help to the 
farmer m times of low prices only if the farm has not been too 
greatly overvalued when originally purchased and only if 
prices may be expected to rise agam soon The table also 
illustrates the fallacy of the old rule which regarded 50 per cent 
of the value as a “conservative” loan Fifty per cent of value 
IS conservative only on conservative values and not on valua- 
tions based on prices that are temporarily extremely high 

There is, however, a sociological reason for special consid- 
eration of the problem of farm mortgages Urban busmess- 
men who go bankrupt are usually found to have their homes 
in their wives’ names so that they do not lose them, but the 
foreclosure of a farm mortgage usually means the loss of a 
farm family home Also, a farm mortgage usually covers the 
farmhouse as well as the land and other farm buildings Even 
if the farmer were able to keep his home after a foreclosure. 
It might be of very little use to him if he is forced to seek 
work in some distant locality Farm owners are always 
known to be a conservative group, but a group of dispossessed 
farmers, or of those threatened with the loss of their farms, will 
be ready to follow any crack-pot who promises them relief 

Inflation as a Remedy for the Farm Debt 

Infla tion offers a dubious solution of the farm mortgage 
problem from the pomt of view of the mdividual farmer, and 
no solution of the problem at all for the country as a whole 
In order for the farmer to free himself from mortgage debt 
through inflation, the prices of farm products must rise more 
than die prices of the goods and services the farmer buys and 
must remain higher for a sufficient length of time for him to 
be able either to pay off the mortgage or to sell the farm at its 
higher valuation Unfortunately, no formula has yet been 
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devised by which prices can first be inflated and then stabilized 
Both experience and plausible economic theories mdicate that 
every period of inflation is followed by one of deflation, nor 
has any monetary scheme yet been propounded for mflating 
the prices of one category of goods (for example, farm prod- 
ucts) without also raismg other categories 
If a farmer sells his farm during a period of inflation and 
another farmer buys the farm at the inflated value, giving a 
mortgage as part payment, the identity of the debtor is 
changed but the farm mortgage problem still remams for the 
country as a whole Farm prices rose steadily and rapidly^ 
from 1921 to 1925 and remained at a high level until 1929 
(the mdex of farm prices rose from 128 to 154 from 1921 to 
1925 while the mdex of prices paid by farmers rose only from 
152 to 157), yet the number of farmer bankruptcies m 1925 
was over five times as great as it was m 1921, and even m 1929 
It was three times as great as m 1921 In 1933 the United States 
devalued the dollar m an avowed attempt to improve farm 
prices (among other reasons) Table VI (page 239) shows 
what has been accomplished towards debt reduction 
It IS unfortunate that for many of the items in the table 
data are available only for the census years 1930 and 1935 
While the table shows a considerable improvement m the farm 
mortgage debt situation, little, if any, of this improvement can 
be credited to the devaluation of the dollar All of the follow- 
ing influences were at work to reduce mortgage debt. (1) A 
considerable amount of the debt was reduced by mortgage 
foreclosures (if the mortgageholder resold after foreclosure, 
the new mortgage was undoubtedly smaller m recognition of 
the lower value of the land) (2) From 1933 through 1937 
the Agricultural Adjustment Administration paid out over two 
billion dollars, much of which went to the owners of mort- 
gaged farms (3) Agricultural prices were improved dur- 
mg this period by (a) crop curtailment under the A A A, 
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(b) the drought, (c) purchases o£ farm products by the Fed- 
eral Surplus Commodities Corporation, (d) the failure of the 
Canadian wheat crop, (e) accumulation of foodstuffs by Euro- 
pean countries as a result of war scares, (f) cotton loans above 
market values When all these influences are taken mto con- 
sideration, It IS difficult to credit dollar devaluation with much 


Table VI 

FARM PRICES, FARM MORTGAGE DEBT AND 
RELATED STATISTICS 



1930 

1931 

1932 

1933 

1934 

1935 

1936 

1937 

Index of Farm Prices 

126 

87 

65 

70 

90 

108 

114 

121 

Prices Farmers Pay 

Farm Mortgage Debt (Bil- 

145 

124 

107 

109 

123 

125 

124 

130 

lions of $) 

Number of Mortgaged Farms 

9 21 





7 64 

7 50 

7 25 

(Millions) 

Average Debt per Mortgaged 

2 53 





2 35 



Farm 

$3,652 





$3,253 



Value of Agricultural Cap- 
ital® (Billions of $) 

Farm Mortgage Debt as Per 

57 7 

519 

43 7 

36 2 

37 2 

38 6 



cent of Value of Agricul- 
tural Capital® 

160 





19 8 



Farm Foreclosures** 

20 8 

261 

417 

54 1 

39 1 

28 3 

26 2 

22 4 


Source Agricultural Statistics 1938 and Agricultural Finance Review Vol 1, No 1 
U S Department of Agriculture 

“ Value of all agricultural capital No figures available for value of mortgaged farms 


^ Number per 1,000 of all farms changing hands by forced sales and related defaults 


effect in raismg farm prices, to say nothmg of mortgage reduc- 
tion, m which causes (1) and (2) must likewise be taken into 
account 

If present farmers are to be freed from debt by means of 
inflation alone, there will have to be an mflation equal to that 
which occurred in the period endmg m 1929 and, as a conse- 
quence, the country will perhaps have to suffer a depression 
like that of 1932, or worse Even such a course would not 
solve the farm mortgage problem for the country. Undoubt- 
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edly there would be farms sold and mortgaged at the high 
valuations of the inflationary boom and a new crop of farm 
debtors would be asking for aid m the mevitable depression 

Farm Mortgage Debt and the Nature of Competition 

Smce agriculture is characterized by conditions closely ap- 
proximatmg those of pure competition, economic theory 
teaches that there is a persistent tendency for prices to be equal 
to tlie cost of production Therefore, there is no ordinary 
surplus income to be expected out of which a farm mortgage 
can be repaid There are only a few conditions under which 
a farmer can hope to repay a mortgage out of the receipts 
from the sale of farm produce (1) If the farm is purchased at 
a price sufficiently below its eventual value, the surplus in- 
come IS available for mortgage payment (2) If the farmer 
IS able to pay a sufficient portion of die original purchase price 
in cash, by not spendmg the interest of his own mvestment, 
he may have funds available for mortgage repayment (3) 
If the farmer uses a large family as farm hands without 
paying them, he may use what would have been their wages 
for mortgage repayment (4) If the farmer is a more com- 
petent farmer and farm manager than the average, his superior 
ability may increase yields or lower costs so that some surplus 
will be available for mortgage payments (In a perfectly 
competitive economy he could secure the same return as a wage 
by being a hired farm manager, but from lack of opportunity 
for such employment people may not recognize his ability so 
that he may have to run h:^ own farm to secure the equivalent 
of a fair wage ) (5) Better than normal weather conditions 

in a particular locality may produce a surplus mcome through 
higher yields, provided that yields are not high enough in 
other parts of the country, or the world, to depress prices 
unduly. 

Most of these conditions mvolve a considerable amount of 



PROBLEMS OF AGRICULTURAL POLICY 241 


self-denial on the part of the farmer in order to repay the 
mortgage Whenever a farm is sold at a price which repre- 
sents the full capitalized value of its economic rent, mortgage 
repayment is apt to prove extremely difficult if the mortgage 
represents a major proportion of the original purchase price 
When we consider that in many parts of the country farmers 
have also been obliged to obtam short-term credit for seed, 
fertilizer, and payrolls on distinctly disadvantageous terms, 
the wonder is not that so many farmers fail, but rather that so 
many of them finally manage to own their farms The 
answer is to be found partially m the very low standard of 
livmg of many farm families A great many of those who 
manage to own their farms free and clear of debt will be found 
to have purchased their farms at depressed values Compara- 
tively few of those who purchase farms m years of mflated 
values will be able to hold on to them Agam we are con- 
fronted with the problem of forecastmg, not only must the 
farmer be a forecaster to determmc what crops to plant, he 
must forecast the general course of farm prices before he even 
buys a farm, if he is to be successful 

Methods of Raising Farm Income 

No one who is at all familiar with agricultural conditions 
will contest the statement that farmers m many large sections 
of the country have been suffermg, and m many cases are stdl 
suffiermg, from a prolonged and serious period of greatly re- 
duced mcomes The merits and defects of the farmer’s claim 
to special consideration by the government have already been 
discussed Regardless of whether one approves of farm aid 
or not, political realism will mdicate that the strength of the 
farm vote will msure some form of attempt to improve farm 
mcome regardless of which party is m power It is, therefore, 
very much to the pomt to examme the various measures, pro- 
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posed Of in operation, which are designed^ to increase farm 
income 


Export Subsidies 

Although they differ as to the mechanics mvolved, many 
farm aid programs mclude as one of their mam features some 
form of subsidy to encourage export of “surplus commodities ” 
All export subsidies are open to two very serious objections 
(1) Importing countries are very likely to impose higher 
duties to offset the subsidy (2) Exportmg competitor coun- 
tries are also likely to give subsidies if the Umted States starts 
the practice (Our present export subsidies on wheat and 
flour were introduced to meet the competition of various forms 
of export aid given by Canada and, since our program started, 
Australia and the Argentine have followed suit ) To the ex- 
tent that either of these methods cancels the effect of the 
original subsidy, the subsidizmg governments will be losing 
money without aiding the farmers at all Offset (1) enriches 
foreign treasuries at the expense of our own Offset (2) means 
givmg the foreign consumer the benefit of low prices if im- 
portmg countries do not raise tariffs If the subsidies given 
by all competmg exportmg countries are equal, no one country 
IS likely to gam m exports at the expense of the others. If the 
demand of the importmg countries is very elastic, total exports 
of all subsidizmg export countries may be mcreased If the 
domestic demand is then less elastic than the foreign demand, 
total mcrease m mcome to the farmers as a result of this form 
of price discrimmation agamst domestic consumers might 
possibly exceed the cost of the subsidy to the government In 
many crops there is grave danger that the cost to the govern- 
ment might exceed the benefit to the farmer, even if foreign 
tariffs were not raised Under such circumstances, it would 
be much better to pay the cash directly to the farmer rather 
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than to make part or all o£ the cash a gift to the foreign con- 
sumer or to the foreign government 

A variant of the subsidy scheme is the proposal to set a fixed 
and profitable price on the part of the crop that is sold m the 
domestic market and “to sell the rest for what it will bring” in 
the world market It is now being pushed politically under 
the slogan of “guaranteeing to the farmer the cost of production 
on crops sold domestically ” This may sound fair and appeal- 
ing to the man on the street, but the student of economics need 
not be considered cymcal if he starts askmg some embarrassing 
questions What do they mean by cost of production and 
how will It be calculated? Is a separate cost to be calculated 
for each individual farmer on each crop ? A force of one mil- 
lion men could hardly do the job m a year’s time, even if all 
farmers kept an accurate set of books, which most of them 
probably do not (Perhaps this is a way of solvmg the farm 
problem — there might be so many men workmg for the De- 
partment of Agriculture that there would be nobody left on the 
farms ) Or is the margmal or average cost of the highest cost 
farmer to be taken as a base ? If this is the case, overproduction 
wilt make present surpluses seem small by comparison Or 
is someone to make an mspired statistical guess as to what con- 
stitutes the “typical” or “average” or “bulklme” cost of pro- 
duction for each crop ? Such a program would arouse howls 
of protest from producers whose cost was higher than the 
estimate and would probably still constitute an mcentive for 
lower cost producers to expand output We have said nothmg 
about the problem of setting different prices for different 
grades of each crop (In some crops, tobacco for example, 
the number of grade and type combmations runs well up 
mto the hundreds ) May we be pardoned for askmg what is 
meant when we are promised a “guaranteed price equal to 
cost of production”? 

Leavmg aside the cost problem, the higher the arbitrary 
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price IS set, the lower will be the amount of domestic consump- 
tion and the greater the proportion of the crop that will have 
to seek foreign markets Our exports have been disappointing 
in volume even at the fairly low prices of recent years It is 
difficult to compute what prices would be necessary to move all 
of the large surpluses abroad Still, a low export price will 
not act as a deterrent to the mdividual farmer Again we 
are confronted with the fact that no individual farmer acting 
alone could depress the world price by expandmg his own pro- 
duction, but this would certamly be accomplished if all farmers 
acted m concert to expand production The plan offers an 
additional motive to each farmer to expand He is guaranteed 
a “fair return” on part of his crop and so is m a better position 
to take a gamble on th^ rest The bitter experience of many 
other countries demonstrates that prices cannot be controlled 
for long without controlling production 

Relief Rurchases of Surplus Farm Products 

The purchase of surplus farm products for relief purposes 
offers many attractions Certainly we are all horrified by the 
spectacle of “people starvmg m the midst of plenty,” and the 
distribution of surplus agricultural products would be a means 
of attackmg the problem As far as the relief measure for the 
unemployed is concerned, the only question which can be 
raised is whether the method of government purchase and dis- 
tribution is cheaper than that which would prevail if relief 
clients were paid cash and allowed to make their own pur- 
chases Even if this question is decided in the negative, the 
claim might still be made that a wisely paternalistic govern- 
ment may provide the people with a more nutritious and better- 
balanced diet than they would buy for themselves 

When, however, the avowed aim of these purchases is to im- 
prove distressed farm prices, and the relief objective is made 
somewhat secpndary, some other questions of theory must be 
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considered In the first place, if the government agency pur- 
chases at prices much above those prevailmg in the market, it 
is faced with three somewhat unpalatable alternatives (1) It 
must be prepared to buy any amount up to all of the crop 
which is offered for sale at the price, or (2) it must be prepared 
to face charges of favoritism m buymg at the high price from 
some farmers and not from others, or (3) it must devise a cum- 
bersome and probably extremely expensive system of pro- 
rating purchases among all growers of the crop (Even this 
last method will probably be criticized by mdividuals who 
feel that more of their own or less of their neighbor’s crop 
should have been purchased ) 

By far the better method of purchase is the “offer and ac- 
ceptance” basis Under this method the government agency 
asks sellers to submit bids at which they are willmg to offer 
their crop for sale and the agency then accepts the bids up to 
the maximum quantity it wishes to buy or the maximum price 
It wishes to pay, begmning with the lowest bid and workmg 
upward This system has the advantage of removmg “dis- 
tress” lots from the market and leaving the rest of the crop m 
firmer hands It would also seem reasonable to infer that 
those who offer to sell at the lowest prices are most in need of a 
government outlet for theur crops Farmers have been known 
to criticize this method, however, claimmg that dealers say, 
“This IS the price the government is paymg,” and then attempt 
to beat down the price on the rest of the crop to that level In 
some scattered mstances this claim may be true Such dealers, 
however, are always looking for an excuse to pay low prices 
and if this one were not available, they would find another. 
When the government is actually removing some of the sur- 
plus crop from his local market, the farmer should be able to 
see through this excuse 

The effect of relief purchases upon prices may be expected 
to vary considerably from one crop to another In the case of 
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Citrus fruits, celery, and other articles not ordinarily found in 
the diets of the lowest income groups, consumption is probably 
mcreased by relief purchase and distribution * In the case of 
dried prunes, potatoes, and other low-priced staple foods, the 
amount of mcreased consumption may be questioned Even 
in these crops, some results may be obtained in price by stra- 
tegic timmg and geographic location of purchases to relieve 
particularly glutted markets of distress merchandise One 
qualification must be mtroduced here, however In years of 
large crops and extremely low prices, some portion of the crop 
IS usually left unharvested In general this burden falls heav- 
iest upon the farms most distant from market as they must 
bear heavier freight rates as well as the harvesting charges 
Under such circumstances, tf we can assume that the relief 
clients would have bought some of the product had it not been 
given to them, then purchases from these more distant areas 
distributed for relief in the cities will tend to depress the price 
received by nearby growers 

Even though they may be very effective m raismg prices of 
particular crops in individual years, the long-run effect of relief 
purchases may still be open to question The average farmer 
expects some bad-price years as well as good-price years m any 
crop The effect of a few low-price years in succession is to 
drive out marginal producers or to cause some acreage reduc- 
tion so that the price of the crop tends to improve However, 
if farmers in general get the idea that the government stands 
ready to “bail them out” by relief purchases whenever a low- 
price year occurs, acreage may be steadily overexpanded Un- 
der these circumstances the government could not be blamed 
if it confined relief purchases to those crops, those regions, and 


3 Except possibly where the demand for the product by those not on relief is highly 
elastic so that they are discouraged from buying a similar amount by the price rise 
which IS achieved 
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those farmers who ^yere willing to make some sacrifice to help 
themselves in the form of acreage reduction or marketmg 
agreements 


Maii\eting Agreements 

Marketmg agreements are a somewhat less-known feature 
of the work of- the Agricultural Adjustment Admmistration 
and offer some interestmg possibilities The original AAA 
Act, and the parts of it reenacted m the Marketing Agree- 
ments Act of 1938, relieve farmers and handlers from the pro- 
visions of the Sherman Anti-Trust Act in making agreements 
conforming to the provisions of the Marketing Agreements 
Act and approved by the Secretary of Agriculture 

One provision which marketing agreements may contam is 
limitation of shipments by grade and size regulations When 
there is an oversupply of a perishable crop, a considerable part 
of the crop will be left to spoil m the field, on track, and in 
terminal markets It is highly desirable, both from the point 
of view of the producer and the consumer, that this wastage be 
confined as far as possible to the lower grades of the product 
In years of large crops, for example, cull potatoes and even 
No 2’s may not bring much more than freight charges 
in terminal markets, yet their presence in the market often 
tends to depress the prices of No 1 potatoes by much more 
than the simple effect of their addition to the total supply 
Unscrupulous dealers buy these low-grade potatoes at distress 
prices and then advertise a “sale” of potatoes at extremely low 
prices Consumers, unable or unwillmg to go to the trouble of 
making grade comparisons, then expect other dealers sellmg 
first-grade potatoes to meet these prices Grade and size regu- 
lations, together with compulsory government mspection, offer 
a means of combating this evil 

Another provision allowed under the Marketmg Agreements 
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Act IS the pro-ration of shipments that is, handlers are limited 
to the shipment of an agreed percentage of each f aimer’s crop 
Since It IS somewhat difficult to enforce and expensive to ad- 
minister, pro-ration is generally resorted to only when grade 
and size regulations appear insufficient to meet the surplus 
problem (for example, when all or nearly all of a crop is able 
to meet the highest grade requirements) Under grade and 
size regulations, an mspector’s certificate is sufficient evidence 
that a car may be shipped Under pro-ration, it is necessary 
for someone to check each man’s quota against past shipments 
to see whether the quota is being exceeded by the shipment m 
question 

Whenever the demand for any crop is sufficiently melastic, 
the withholding of part of the crop from market will increase 
total revenue When it is remembered that no shipping 
charges (and m some cases no harvesting charges) are in- 
curred on the part of the crop that is not sent to market, we can 
see how the farmers’ mcome can be augmented considerably 
by such restriction Grade and size regulations and pro-ration 
offer a means of equalizing both the burden and the profit of 
such withholding 

Marketing agreements have one serious legal handicap 
They can apply to shipments m mterstate commerce only 
Thus they tend to become only partially effective m the case 
of a crop of which a large percentage is marketed within the 
state where it is grown In such cases they would have to be 
implemented by mdividual state laws to the same effect in 
order to become 100 per cent effective Some states do have 
laws requirmg the grade of the product to be stamped on all 
consumer packages In such states, consumer preference may 
be as effective m preventmg the marketing of culls from 
withm the state as grade and size regulations are m preventing 
culls from entering the state. 
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Reduction of Acreage 

In a pamphlet entitled “America Must Choose,” * Secretary 
of Agriculture Wallace gives us the essence of the American 
farm problem In it he pomts out that if we are to follow the 
course of extreme nationalism as mdicated by our previous 
tariff policy, we must be prepared to take from 40 to 100 mil- 
lion acres of farm land out of production — 40 million if we 
take out good land, 100 mijlion if we take out poor land This 
course would place all the sacrifice on the farmers On the 
other hand. Secretary Wallace points out that if we are to sell 
all our surplus farm produce abroad, we must be prepared to 
reduce our tariffs sufficiently to import one billion dollars worth 
more of goods than we did m 1929 This course would impose 
the entire burden of sacrifice on the manufacturers He pro- 
poses a “planned middle course” to retire approximately 25 mil- 
lion acres and to import 500 million dollars worth of goods 
more than m 1929 

Many people may raise the question as to why farmers should 
be “paid for taking land out of production” when low prices 
will force them to do it anyway The answer to this is two- 
fold (1) As we have seen above, voluntary acreage contrac- 
tion m response to price is an extremely slow process, (2) such 
land will probably not be taken out of production until its 
fertility is destroyed If there is any hope that foreign trade 
m agricultural products will be restored, or if there is any 
prospect that expanding American population, or one with an 
expandmg income, will be able to buy the products of our soil 
m the future, we should not risk this loss of the soil A differ- 
ence should be noted here between the origmal Agricultural 
Adjustment Act of 1933 which provided payments for mere re- 
duction of acreage, and the Soil Conservation and Domestic 
Allotment Act of 1936 which bases payments upon the re- 

* World Affaus Pamphlets, No 3, 1934, published by Foreign Policy Association, 
New York, and World Peace Foundation, Boston 
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placement of soil-depleting crops by soil-conserving crops and 
upon other soil-buildmg practices There is, of course, little 
excuse to pay the farmer simply for “not raising crops,” but if' 
such payments are made for reforesting, plantmg green manure 
crops, or other soil-building or fertility-conserving practices, it 
may be found m the end that we have adopted the cheapest 
means of retainmg our national heritage 

The Ever-Normal Granary 

The basic idea underlying the ever-normal granary program 
IS the carryover of surpluses from periods of excessive produc- 
tion in various crops to periods when production falls short 
of normal requirements The plan is applicable to grains and 
other crops which are capable of storage for at least a full year 
(If there is agam a surplus in the second year, the first year’s 
carryover may be sold and replaced from the second year’s 
crop to contmue storage along with the second year surplus ) 
The success of the plan hinges upon the occurrence of a short 
crop before too many successive years of large crops intervene 
If It had been applied in the past two or three decades, it ap- 
parently would have worked, provided that annual production 
would not have been changed by the plan itself 

If the loan and storage features were the only elements in 
the plan, there is a serious danger that the plan would defeat 
Its own purpose Short crops have occurred in the past fiom 
a combmation of reduced acreage and bad weather or other 
natural causes If loan and storage keep the price above that 
which would prevail m years of large crops, then there is little 
incentive to acreage reduction, and sole reliance must be placed 
on natural causes for the occurrence of a year or years in which 
the surplus carried over can be disposed of To guard against 
this, the present experiment provides that loans are available 
to those farmers only who are “co-operators” in the acreage 
reduction program It also provides for the imposition of 
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marketing quotas, upon a vote of two-thirds of the producers, 
whenever the Secretary of Agriculture deems them to be neces- 
sary 

One vital factor m the success or failure of the plan is the 
prices at which the loan rates are set The setting of too high 
a loan rate will result in a market price which prevents the 
absorption by the market of even a normal year’s consumption 
reqmrements, and an excessive amount of the crop will go “mto 
the loan ” A loan rate which is even equal to the market 
price may well be too high, since the farmer is thus guaranteed 
at least the present market price and a chance to wait without 
risk for higher prices (The terms of the loan prevent the 
government from recovering from the farmer if the stored 
crop is eventually sold for less than the amount of the loan ) 
The present cotton loan situation should not be blamed upon 
the Department of Agriculture Both the makmg of these 
loans and their amount (either as a direct amount or by a rigid 
formula) was made mandatory by Congress Also, present 
acreage provisions were not in effect m time to cover the 1937 
cotton crop 

In the case of wheat there is also a special crop-insurance pro- 
gram “Under this program the msurance is against losses in 
yield through unavoidable causes and provides either 50 per cent 
or 75 per cent coverage Both insurance premiums and msur- 
ance indemnities are computed in wheat rather than money, 
so that the msurance reserves provide m effect an additional 
storage granary to be filled m years of fair or high yields and 
drawn upon m years when yields are low ” ° To the extent 
that this insurance feature operates successfully, like all msur- 
ance it will tend both to elimmate risk and to elimmate profits 
Recent experience may have made the farmer more receptive to 


® Agricultural Adjustmeni, 1937-38 j U S Dept o£ Agriculture, Agricultural Ad- 
justment Administration 
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the idea of a small and steady income rather than a chance of 
large profits or large losses Whether he will continue m this 
frame of mind lemains to be seen 
At best, however, many of the above methods of improving 
farm mcome are temporary expedients In the end our solu- 
tion to the farm problem may be found to come by mdirec- 
tion As Professor Sprague has pomted out,* if we can make 
our economic system work as it should to provide full employ- 
ment to people in the cities and to draw some of the population 
from the farms to the cities, the farm problem will disappear 
by Itself 


The "Bac\ to the Farm” Movement 

Some mcurable romantics are advocatmg a complete decen- 
tralization of industry with plants located m rural small towns 
and the workers engaged m part-time farirung If such a plan 
mvolved the synchronization of slack times m the factory with 
harvest times on the farms and the use of the workers as har- 
vest hands mstead of floating labor, there might be some sense 
to It The proposal, however, is for each worker to have his 
own small farm Such a plan, if followed extensively, would 
msure the impoverishment of thousands of specialized fruit 
and vegetable and chicken farmers if many more people raise 
these products for their own use, and so would still further 
decrease the demand for the products of the factories. It is a 
negation of all of flie advantages we have found m specializa- 
tion 

It would, of course, be mce for the employer to feel that his 
workers had somethmg to “fall back on” when the plant shut 
down Such a plan would also tend to mcrease the immobility 
of labor and so tend to decrease labor’s bargaming power 
Rather than make the farmer the victim of this kmd of “depres- 


® American Economic Review, Vol XXVIII, No 1, March 1938 
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Sion insurance,” let us find a way of avoiding extreme busmess 
fluctuations and turn the clock forward instead of turnmg it 
back We have spent much money and effort m educatmg 
professional farmers to be good farmers There is no need to 
turn around and try to make jacks-of-all-trades out of good 
factory hands 



CHAPTER XV 


Normal Price Under Monopoly and 
Monopolistic Competition^ 

TN CHAPTER XIII we assumed, as the criterion of pure com- 
■^petition, that th e demand curve for the pro duct-o£__an 
indivi dual firm was perfectly elastic, that is, the mdividual 
seller could take the market price for granted without fear^ 
tliat expansions in his own individual output alone would 
cause the price at which he could sell that output to fall 
Another concept of pure competition is the sale of a stand- 
ardized product by a large number of small firms 
In modern economic society, however, the mdustries in 
which such a situation exists or is even closely approximated 
are fairly few, being confined mostly to the terminal markets 
for agricultural products and raw materials Two simple 
tests, while not infallible, will help the reader to determme, 
whether the market for an mdustry is purely competitive or 
not In the first place, the prevalence of advertismg by indi-l 
vidual firms is presumptive evidence of monopolistic compe- 
tition m the market for a product If the market were purely 
competitive, any firm could sell all that it wished at the ex- 
isting market price and could take business away from any 
and all competitors by the slightest drop m its price, so there 
would be no need to advertise The second test is the units 


^ The presentation here is also an adaptation of that in Chamberlin, Edward, The 
Theory of Monopolistic Competition, Harvard University Press, 1935 
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of value in which pric e s are quoted Thus, m the gram mar- 
kets, price changes are quoted in eighths of a cent a bushel, and 
in cotton and some other commodities quotations are m lOOths 
of a cent a pound The natural inference is that buyers are 
responsive to these small differences in price and that one 
dealer can take busmess away from another by varying his price 
by these small fractions In less purely competitive markets 
the different prices charged by different sellers will vary by 
much wider amounts Thus, m the prices charged by differ- 
ent retail stores in a city, the differences may amount to several 
cents on low-priced articles and to several dollars on high- 
priced articles The use of a trade-mark or brand name is 
also usually an evidence of less than pure competition If the 
reader will try to apply these tests to the markets for various 
products with which he is familiar, he will see how few of 
them are purely competitive 

Eqmlibnum Output of Monopoly^ 

We must now analyze the conditions of long-run supply 
price and output under product differentiation The chief 
cause of difference from purely competitive conditions lies m 
the fact that the demand curve for the product of an mdivid- 
ual firm will be less than mfinitely elastic This means that^ 
marginal revenue and average revenue (price) will no longer 
be identical The individual firm will thus have to take mto 
account not only the changes m cost which will be associated 
with different outputs, but also the changes m price which it 
will be able to obtam from buyers for various amounts of out- 
put The situation is illustrated m Diagram 1 

In Diagram 1, ATUC represents average total unit costs on 


2 The monopoly solution is the best applicable to the individual firm under monop- 
olistic competition also when the demand curve can be taken for granted This 
solution must be modified with competitive elements when firms are selling differen- 
tiated products which happen to be close substitutes 
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a planning curve as explained in Chapter XIII MC is 
the marginal cost curve which is margmal to ATUC AR 
IS the average revenue or demand curve for the product of a 
particular individual firm, showing the prices at which vari- 
ous amounts of output can be sold MR is the marginal rev- 
enue curve showmg the net addition to total revenue occa- 
sioned by sellmg each additional amount of output at the price 
or average revenue indicated by the correspondmg pomt on 
AR Pomt S IS the pomt at which margmal revenue and 
margmal cost are equal (m this case, at the output OQ) At 
this output the average revenue (price) is mdicated by PQ, 
and the average cost by DQ Monopoly profits are shown by 
the area of the rectangle FPDE Total revenue at this output 



Diagram 1 — Adjustment of Monopolistic Output and Price Under 
Decreasmg Cost 

IS shown by the area FPQO, and total costs by the area EDQO 
The area of the rectangle FPDE representmg monopoly pro- 
fits IS the largest possible one which can be drawn on the 
diagram under these conditions of cost and of demand. Nu- 
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mencally, as can be seen from tbe scale, FPDE is $30,000 00 
Price IS |8 00, and cost per unit is $5 00, leaving a profit per 
unit of $3 00 on 10,000 units 

But point D IS still on a fallmg part of our cost curve Sup- 
pose we try to increase profits by movmg on to pomt V, the 
point of mmimum average cost At this point average cost 
IS only $480, but this amount can be sold only at the price 
represented by pomt N on the average revenue curve, that is, 
at $7 00, leavmg a profit per unit of $2 20 on an output of 
12,000 units Total net profit is only $26,400 00 

Suppose that, instead of trymg to produce so much, we pro- 
duce a smaller output which we can sell at a higher price 
Let us put the price at $10 00 At this price, as mdicated by 
pomt H on the average revenue curve, 6,000 units can be sold 
Our cost per unit at this output, shown by point L on the 
average cost curve, is $660, leaving a net profit per imit of 
$3 40, which IS a larger profit per unit than we had at the out- 
put OQ However, smce only 6,000 units can be sold, total 
net profit is only $20,400 00. 

If marginal cost and margmal revenue are known, it is not 
necessary to draw different rectangles of total net profits to 
see which is the largest It follows from the definitions of” 
margmal cost and marginal revenue that the pomt at which | 
they are equal will be the point of maximum net profits 
Short of this pomt, any expansion of output will add more 
to total revenue than it adds to total cost, therefore, total net 
profits must be mcreasmg as output expands up to the pomt 
at which margmal revenue and margmal cost are equal Be- 
yond this pomt, further expansion of output would contmually 
be addmg more to total cost than to total revenue, so that total 
net profits would be decreasmg 

Some differences should here be noted between this mo- 
nopoly firm and a purely competitive firm which might hap- 
pen to have the same size and type of cost curve For a firm 
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m pure competition, the mdividual demand curve AR for its 
product will be a horizontal straight Ime, and MR will com- 
cide with It Thus, at a price of $800, AR and MR would 
lie along FP and extend to point Z, which would be the best 
output for this firm if it could depend on the price remain- 
ing at $8 00 as it expanded output However, in the absence 
of monopoly conditions, the profits to be made at this point 
will draw other firms into the mdustry until competition 
forces the price down to the pomt where the horizontal indi- 
vidual demand curve (AR and MR) is tangent to ATUC at 
the pomt F, that is, at the pomt where price is just equal to 
minimum average cost of each competitive firm 
Although we said in Chapter XIII that there is no equi- 
librium for purely competitive firms when the mdividual firm 


Y 



Diagram 2 — Monopolistic Output and Price Under Increasing Cost 

IS still operatmg under conditions of decreasing cost, point P 
is a pomt of monopoly equilibrium as long as the revenue 
curves and the cost curves remam the same as they are in the 
diagram. 
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Diagram 2 illustrates monopoly output under conditions of 
mcreasing cost for the firm The cost curves are the same as 
in Diagram 1, but in this case demand is sufficient to cause 
the monopolist to produce beyond the pomt of mmimum aver- 
age cost Here again, the output which yields maximum net 
returns is the one at which marginal revenue and margmal 
cost are equal, as indicated by point S Although average cost 
would be lowered and price would be increased by contracting 
output to 12,000 units, the loss in revenue from not sellmg the 
last 1,000 units would more than oflset these gams, and total 
net returns would be less than at the output of 13,000 units 

Practical Adfustment of Output by a Monopolist 

The reader might here object that our analysis is a little 
too finespun to suit the conditions of the actual world, since 
the average monopolist is not likely to know the demand 
curve for his product throughout its length, nor is he apt to 
be able to draw up a plannmg curve such as ours and to 
estimate accurately in advance before any plant is built at all 
what his costs would be in operating plants of each possible size 
It is true that probably no monopolist starts in busmess pro- 
ducmg exactly at the pomt of maximum* net returns 

However, when we analyze carefully the actual process 
which the monopolist goes through, much of the force of this 
objection is lost The monopolist who is just starting up in 
a busmess is apt to start with a smaller plant than the one 
that will eventually be found to be the best m size This 
may be due m part to the difficulty m raising borrowed capital 
It IS also better to err on the side of underestimation, smce it 
IS easier to add to a plant which is found to be too small than 
It IS to contract without loss a plant which is too large Once 
a plant of a certain size is m existence, any monopolist with a 
good system of cost accountmg should be able to estimate 
fairly closely what the margmal cost would be m expandmg his 
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output by adding one or two machines or a few thousand 
square feet of floor space Once he is in business, he will dis- 
cover one point on the demand curve, that is the price at 
which he can sell his present output After he has produced 
and sold this output for a while, he should be m a position to 
make at least a shrewd guess as to the price at which he 
could sell the slightly larger output that could be made with a 
small addition to the existmg plant Thus, by a series of 
small adjustments through a process of trial and error, he 
would find what he considers to be the point of maximum 
net returns The longer the conditions of cost and of de- 
mand remam the same, the closer will the monopolist tend to 
approximate the true point of maxjmum net returns There 
IS always the possibility, however, that through ignorance the 
monopolist will discontmue these experiments and stop short 
of the pomt of maximum net returns, being satisfied so long as' 
he IS operatmg at a profit Under t hese circumstances, both 
the monopolist an d the general pubhc would be the losers 
the monopolist, because he would be makmg less than the 
greatest possible profit, and the public, because it would obtain 
fewer goods at higher prices than it could, had the monopolist 
been awake to his own self-interest On the other hand, if his 
price i§ set low through ignorance, the pubhc gams at the 
expense of the monopolist 

In this dynamic world of ours, however, there is the addi- 
tional difficulty of forecastmg changes in demand and changes 
m cost conditions. Not even subsequent experience will prove 
which were the better businessmen, the Interstate Commerce 
Commission which ordered railroad passenger fares cut to 2c 
a mile, or the managers of the railroads who opposed the cut 
Other conditions may change so as to render the results of 
the experiment inconclusive This reiterates our contention m 
Chapter VIII that t he important factor in pricing policy is the 
seller’s idea of what the demand curve is. The true demand 
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when discovered by experience is merely a guide to better esti- 
mation m the future 


Perfect Monopolies 

So far m this chapter our analysis applies to what might 
be termed “perfect” monopolies, that is, the control by a smgle 
firm of a product for which there are no close substitutes 
The necessary condition for such a perfect monopoly is the 
ability to prevent competmg firms (ofiermg close substitutes) 
from entering the mdustry This might be made possible by 
the ownership of all sources of raw material by a smgle firm, 
by the control of basic and indispensable patents either on 
the product itself or on the process of manufacture, by a mo- 
nopoly charter granted by a government, or by other means 
The degree of approximation to perfection of the monopoly 
will then depend upon the absence or existence of other prod- 
ucts which are capable of satisfymg the same want Thus 
the control of the water system of a large city is practically 
a perfect monopoly On the other hand, a monopoly of alu- 
mmum faces close competition from other metals m many 
uses, although m those uses in which alummum is either in- 
dispensable or mfinitely superior to other metals the monopoly 
approaches perfection The only mfluences which might alter 
the demand curve facmg a perfect monopoly would be those 
of changes m tastes and mcomes of the population It follows 
from the definition of perfection that no competing firms may 
be able to affect the demand curve of the monopoly If we 
are considering competition for the consumers’ dollar, there 
are no perfect monopolies 

Duopoly and Oligopoly 

Logically the next classification to that of perfect monopoly 
is that of pure duopoly a situation in which there are only 
two sellers, each selling a product identical with that of 'his 
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competitor (no product differentiation) and with no agree- 
ment, either tacit or expressed, between the two sellers as to 
price or amount of output Unable to find an example of 
such a situation in the actual world, Cournot, one of the first 
economists to treat this problem, invented the imaginary ex- 
ample of two people each with a mineral sprmg located within 
a few feet of the other, the two selling the same mineral water 
in competition with each other and without a price agreement 
Under these circumstances, either seller, by cutting his price 
below that of the other, could take away all of his competitor’s 
business, provided the second seller did not also lower his price 

An extension of the problem of pure duopoly is that of pure 
oligopoly a situation in which there are a few sellers, selling 
a completely standardized product, each of them producing a 
large enough proportion of the total output so that changes 
in the price or output of any smgle seller will have an appre- 
ciable effect upon the prices that can be obtamed and the out- 
puts that can be sold by tire competitors 

Many solutions of the problems of pure oligopoly have been 
attempted by economists, particularly by the mathematical 
economists However, the solutions are so dependent 
upon the assumptions that are made, and since so many dif- 
ferent assumptions are possible, we will not burden the be- 
gmning student with a consideration of them here ® 

Elemelits of Product Di^erentiation 

We must now examme the situation under product differ- 
entiation This has been called a form of “monopolistic com- 
petition,” a situation where there may be many sellers, but 
with differentiated products so that competition is no longer 
on a purely price basis By combining services with a product, 
the different sellers have succeeded in differentiating the prod- 

3 The student who is interested m the problem might consult Chamberlin, Edward, 
The Theory of Monopohsitc Competitton, Ch III, Harvard University Press, 1935 
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uct in the minds of buyers and so have withm limits a mo- 
nopoly in sellmg then product^ although the products of all 
sellers are fairly close substitutes for one another and would all 
fall within our second definition of a commodity as previously 
defined Under these conditions the determmation of equi- 
librium output for the individual firm, and the point of maxi- 
mum net returns, would be exactly die same as in the above 
analysis, so long as the demand curve for the product of the 
individual seller remained unchanged However, we must 
now face the fact that the entrance into the mdustry of new 
firms producmg close substitutes may shift the demand curves 
for the products of the dealers already in the industry. 
Successful product difierentiation may act as a deterrent to 
the entry of new firms into an mdustry insofar as they may 
be afraid that they will be unable to take business away from 
the other firms, or that they will have to mcur heavy adver- 
tismg costs m order to do so It is not, however, as absolute 
a bar to the entry of new firms as is the control of raw ma- 
terials or basic patents. If some of the existing firms m the 
industry are making large enough profits so that the prospect 
of making similar profits is enough to offset the risks and 
expense of entering the mdustry, new firms will enter 
New firms which enter such an mdustry will naturally first 
attempt to attract to themselves those customers who can be 
most easily enticed away from the other dealers Depending 
upon the circumstances of the case, this may involve either 
the closest possible duplication of the services offered by an 
older dealer or the offermg of different services which might 
be calculated to be of superior attraction to a certam part of 
the older dealer’s clientele Take, for mstance, the matter of 
location of a store If the present dealer’s store is most con- 
veniently located for the vast majority of his customers, a new 
competing store will do well to locate as close to the old store 
as possible On. the other hand, if the, old store is conveniently 
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located for some buyers but mconvenient to a large number 
of others, the new store might do well to locate in a place 
which would be more convenient to the latter group The 
same principle applies to all other types of services Com- 
petition with an existing restaurant might be made most effec- 
tive under some circumstances by opening another restau- 
rant of the same type, under other circumstances by opening 
a cafeteria If the present restaurant has beautiful waitresses 
and this appeals to all customers, the new restaurant might 
^do well to hire a “Follies” chorus to wait on the tables, but 
I if a considerable part of the present restaurant’s trade is made 
|up of married men accompanied by jealous wives, the new 
I one might attract more trade by hiring homely women This 
is enough by way of illustration The important point to 
notice IS that the new competitors will have the power to take 
away a pait of the demand for the product of the older firm 
and so cause the older firm’s demand curve to shift to the 
left 

Diagram 3 on page 266 shows some of the possibihties of 
this situation In Figure 1 we have the revenue and cost curves 
of the individual firm before a competitor enters the field 
These curves are drawn on the same prmciples as in the 
earlier diagram (ATUC is average total unit cost, MC is 
margmal cost, AR is average revenue, and MR is marginal rev- 
enue, pomt S shows the pomt at which marginal revenue and 
margmal cost are equal, giving the output OQ at which net 
returns are at a maximum, PQ is the price at which the out- 
put OQ can be sold, DQ is the average cost of this output, and 
FPDE is the monopoly profit ) 

Results of Monopolistic Competition 

Figure 2 shows the situation after a new competitor has 
entered the field duplicating the old firm’s services as far as 
possible If the personality of the dealer or his salespeople is 
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one of the factors which induce buyers to trade with him, per- 
fect duplication is of course impossible, so there will be some 
few buyers at least who will prefer the old dealer if he sells 
at the same price as the new one, and some buyers will even 
be willing to pay a slightly higher price to the old dealer 
What can be closely duplicated are the business methods of 
the old dealer and many of the services which he renders 
(credit, delivery service, location of store, packaging, and so 
on) Now insofar as these methods and services were the sole 
factors which attracted certam customers to the old dealer, 
and to the extent that these factors are exactly duplicated by 
the new firm, this group of customers will have no preference 
between dealers and will trade with whichever dealer offers 
the lower price Another group of buyeis may still prefer 
the old dealer to the new, but they will no longer be willmg 
to pay the same price difference for the privilege of trading 
with him that they did before the new competitor started busi- 
ness This might well be the situation where there was at first 
only one grocer in a village and the choice lay between tradmg 
with him and driving into the city to buy He could then 
charge much higher prices tlian the city stores and still find 
customers A new groceiy then starts up in the same village 
The choice is now between two stores of comparatively equal 
convenience of location Even though people prefer the old 
grocer to the new, they will not be willing to pay the same 
price differences to trade with him as before when the only 
alternative was to go to the city 
The net result of all this is to shift the old firm’s demand 
curve to the left and to make it more elastic We see m Fig- 
ure 2 that if the old dealei should try to charge the same price 
as he formerly did (shown by point H), he could sell so little 
that his costs would be much higher than his sellmg price 
On the other hand, if he tried to sell his old output (shown 
by OA in Figure 2), he could do so only at the price GA, 
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which yields him no profit At his best output, as shown by 
OQ va. Figure 2, his costs are now higher, his sellmg price is 
lower, and his profits are much less than before the new com- 
petitor entered the field 
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Fig 1 Indi\ idual Firms Demand 
AND Cost Curves 
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Fig 3 — Same Firm After a Com- 
petitor Has Offered Services Con 
siDERED Better by a Part of the 
Old Firm s Customers (Duopoly 
WITH Important Product Differen- 
tiation) 
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Fig 2 — Same Firm After a Com- 
petitor FIas Duplicated Its Serv 
ICES (Duopoly with Slight Prod- 
uct Differentiation) 
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Fig 4 — ^Possible Final Result of 
Monopolistic Competition 


Diagram 3. — Some Resialts of Monopolistic Competition 
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We now turn to another possible situation in which the new 
competitor, instead of duplicating the services of the old firrt^ 
attempts to take away a part of the old firm’s customers by 
offering very s uperior se rvices toj^part j)f them This might 
be the situation where there has been one store serving two 
small villages, convenient to the- people in its own village and 
inconvenient to those m the other (but more convenient to 
the people in the second village than trading in the city) 
The new store then locates in the second village, where it is 
moie convenient to the people there but not so convenient as 
the old store to the people m the village where the older 
store IS located Figure 3 shows the effect on die demand for 
the products and services of the old firm The demand curve 
has both shifted to the left and become more elastic than in 
Figure 1, but it is less elastic than m Figure 2 (where perfect 
du plication of the service was attem pted) If the old firm 
now tried to sell the same output (shown by OA m Figure 3), 
it would have to drop its price low enough to attract cus- 
tomers from the second village where they are being better 
served by the new store Such a price is shown by GA and is 
extremely unprofitable On the other hand, if the old firm 
attempts to charge the same price as it did before (pomt H, 
Figure 3), it will not lose many customers from its own vil- 
lage even though the new store m the other village charges 
a sligh tly lower price It will, however, lose customers to the 
store in the other village more readily than it formerly lost 
Its customers to the city by raising its prices (Hence the elas- 
ticity in Figure 3 is greater than in Figure 1 ) 

Under quite possibly conceivable circumstances, competition 
by a new firm that is directed toward only a part of the old 
firm’s customers may cause the old firm to charge a higher 
price to Its remaining trade than it did before the new com- 
petitor entered the field This will be the case when the old 
firm’s original trade consists of two classes of customers, the 
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demand of one class bemg very inelastic, and that of the other 
being very elastic If a competitor then enters and, by offer- 
mg low prices and different service, takes away the customers 
whose demand is elastic, the price at the pomt of maxi- 
mum net returns which the old firm will charge the remain- 
mg customers (whose demand is inelastic) will be higher 
than It was before For instance, an independent grocery 
might be seivmg two classes of people a wealthy group who 
will buy what they want without much attention to price but 
who msist on charge accounts and delivery service and on 
being able to order by telephone, plus a poorer group who 
have no telephones and who, although they may appreciate 
the charge and delivery service, are primarily influenced by 
price m the amount they buy, and hence would carry their 
groceries and pay cash if they could get them cheaper In 
order to get a volume of business by selling to the latter group 
the grocer must keep his prices low, thus his point of maxi- 
mum net return is at a fairly low price A chain store starts 
up (doing a cash-and-carry business and selling at a very low 
price) and takes away the poorer customers The independ- 
ent grocer then finds that it would not pay to drop his prices 
low enough to compete with the chain store for the business 
of the poor group However, he also finds that his remain- 
ing customers are so insistent on having telephone, charge, 
and delivery service that they will not leave him or curtail 
their purchases even if he raises his prices somewhat, so he 
specializes in being an “exclusive” store But even at the 
high prices, his total net profit will not be so great as it was 
before the cham store started competing with him Other- 
wise he would have set his price higher m the first place 
and would not have tried to appeal to the lower-mcome group 
The busmess of the lower-income group was well worth hav- 
mg when there was no competition for it, but it would not 
pay to drop prices to try to get it back. 
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There is, of course, no reason why the new competition 
which enters the field should be confined to either of the 
two types we have been discussing It may (and does) hap- 
pen in the actual busmess world that first one firm will com- 
pete by duplicatmg the services offered by an existing firm, 
and then a third firm takes busmess away from both of the 
first two by offermg superior service to a certain class of buy- 
ers Or It may happen that the first competitor starts by of- 
fering superior service to a certam group, and if each firm is 
still making a profit by catermg to a group of customers, two 
or more new competitors will try to compete by duplication 
of services within each group In the illustration we gave 
above, if both the chain store and the mdependent store were 
making profits, a new cham store might start to compete for 
the cash-and-carry busmess, and a new mdependent store to 
compete for the telephone-charge-and-dehvery busmess 
If the existence of any profit whatever is sufficient to attract 
new competitors mto an mdustry, the final result of monopo- 
listic competition is shown by Figure 4 Here we find that 
PQ represents both the average revenue and the average cost 
of the output OQ, m other words, selling price is just equal 
to average cost, and the area representmg monopoly profits 
has disappeared While there are no monopoly profits at pomt 
P, OQ still represents the best possible output for the firm un- 
der these conditions, smee any other output could be produced 
only at a loss (It should be remembered that mterest and 
wages of management have been mcluded in costs ) If mo- 
nopolistic competition is carried to its logical conclusion, Fig- 
ure 4 will be typical of each firm that remains m the mdustry. 
It IS not necessary that each firm sell at the same price nor 
that each have identical cost curves What will happen will 
be that each firm’s average revenue curve will be tangent to 
Its own average cost curve at only one pomt If average rev- 
enue were less than average cost at every output, the firm 
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could not operate except at a loss and would eventually be 
forced out of the industry If average revenue is above aver- 
age costs at any output, the net monopoly profit resulting would 
attract competition if a new firm could duplicate the old firm’s 
facilities at the same or lower cost Even if a new firm en- 
counters higher costs, these would not be a positive bar to 
its entry provided that it estimates that total revenue would be 
equal to or above total cost at some possible output 
While we have devoted most of our attention to the effects 
of monopolistic competition upon the demand curve of the 
individual firm, it should not be ignored that such competi- 
tion may also have its effect on the cost curve In Figures 2, 
3, and 4 of Diagram 3, the higher average cost of the de- 
creased output is occasioned only by the inroads of compet- 
itors on the busmess of the firm If the existing firm has 
been paymg the factors of pioduction the full value of their 
services, this is the only change in costs that will take place 
However, if the old firm has been making a profit by ex- 
ploiting the factors (paymg them less than their value to the 
firm), a new competitor may raise the entire cost curve of the 
old firm by forcing it to pay the full value of the factors 
Thus, if customers are attracted to a store, not by the per- 
sonality of the owner but by the personality of his hired sales- 
people, a new competitor may force the owner to pay the sales- 
people their full value by attempting to hire them away from 
him, or mdividual salesmen may start in the busmess for 
themselves if the employer is not paymg them what they are 
worth Similarly, if the owner of the busmess has been pay- 
mg less than the full rental value for the location which he 
occupies, as soon as his lease expires competition will force bim 
to pay the full value If we are trying to represent a true 
long-run equilibrium situation, we must draw our cost curves 
on the assumption that the factors are paid their full value 
This IS the assumption which imderhes the figures m Diagram 
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3, we must not ignore the fact that it has been made 

In actual practice, the final solution shown in Figure 4 of 
Diagram 3 is most closely approximated in certain retail 
trades where the first cost of setting up a new firm is small 
For example, the comparative ease with which a barber can 
start m busmess for himself is sufficient to prevent the aver- 
age master barber from earning any more than he could as a 
hired journeyman if all his costs are properly figured The 
same is true of a great many small manufacturing and retail 
trades, such as the grocery business, shoe repairing, garage 
business, and so forth The fact that certain men of superior 
managerial or technical ability are making large earnings m 
these trades should not deceive the reader into believing that 
they are makmg large profits Most of what is commonly 
called a “profit” in these cases is really a wage of manage- 
ment, It IS the comparative scarcity of these men of superior 
ability which enables them to make such earnmgs 

Even after all costs have been properly figured, there will 
be found some people who are receiving a true net monopoly 
profit in these trades However, a careful exammation will 
always disclose that this is only a temporary situation. The 
firms which are first to enter a new mdustry, the firms which 
first enter a new location, and the firms which first adopt a 
new way of appealing to buyers in general or to a particular 
class of buyers, usually have an opportunity to make a profit 
before competition catches up with them This will be more 
fully discussed in Chapter XXV, Profits It is sufficient for us 
to note here that such profits are purely temporary whenever 
a new firm can duplicate the services of an old firm at any- 
where near the same cost 

DfQermt Results of Pure and Monopolistic Competition 

Certain differences between monopolistic competition and 
pure competition m their ultimate results should now be ob- 
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served Let us refer to Figure 4 in Diagram 3 Under 
pure competition, if new firms which enter the mdustry have 
the same costs as the old firms, long-run competitive price 
would be at point K, the point of minimum average costs for 
each firm, and each firm would be operating at its lowest cost 
output On the other hand, under product difierentiation the 
existence of less than infinitely elastic demand curves for the 
products of the mdividual firm forces each firm to operate 
at less than its competitive optimum output and at higher 
costs 

For instance, it has been estimated that if the average gaso- 
line station could double its sales, it could afford to cut the 
price 2c a gallon, still making the same return as it does at 
present However, under monopolistic competition as it ex- 
ists m the industry no dealei can permanently double his sales 
by a 2c cut If a single dealer does drop his price by 2c, some 
of his competitors who are more ponveniently located to their 
own customers might be able to retain most of then own busi- 
ness by only cutting their price Ic, if they cut 2c, they would 
retam all of their business Thus, while “price wars” occa- 
sionally do occur m the retail gasoline business, we find them 
“deprecated by the mdustry as a benefit to nobody” Con- 
sequently theie are too many gas stations, none of them oper- 
atmg at a profit and all of them operatmg at less than ca- 
pacity, and the public pays a much higher price than it would 
have to pay if it had no preference as between dealers, thus 
allowmg pure competition to prevail and service to be given by 
fewer stations operatmg at capacity and sellmg at mmimum 
average cost The public is of course better served by a wide 
distribution of gas stations The ability to buy within a short 
distance of wherever one runs out of gasolme is a privilege 
perhaps worth paymg for. But certamly we are not much bet- 
ter served by having four stations at one crossroads or six to 
eight m one block The fact that most of us are unable to test 
gasolme and are therefore forced to buy by brand mstead of 
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on a stiict price and quality basis also helps to complicate the 
situation As Professor Chamberlin has so well demonstrated, 
many of the so-called “wastes of competition” are really wastes 
not of pure competition but of monopolistic competition 



CHAPTER XVI 



TN THE previous chapters we have largely ignored the 
question of selling costs and have concentrated our atten- 
tion upon costs of production As long as we were concerned 
with the analysis of pure competition, this was sufficient, be- 
cause when competition is pure there are no selling costs 
There may be costs of transportation and handlmg, but if 
competition is pure, it will be a matter of indifference whetlier 
these are paid by the seller and included m the delivered price 
or whether they are paid by the buyer and the price is quoted 
fob In one sense, these may be regarded as increasmg costs 
of production, as an increasmg output must travel a greater 
distance to find its market Insofar as there are differences 
in these costs due to the location of different firms, such dif- 
ferences will tend to be oflEset by differences m rent and will 
be discussed in Chapter XXIV ^ 

Sellmg costs may be defined as the costs necessary to per- 
suade a buyer to buy one product rather than another, or to 
buy from one seller rather than another If all buyers knew 
exactly what they wanted and could not be changed in their 
estimations of the satisfactions derived from different com- 
modities — ^if they were able to detect all difierences m quality 


^ C/ Chamberlin, Edward, ‘Selling Costs and the Theory of Value’ (Ch VIII), 
The Theojy of Monopolistic Competition, Harvard University Press, 1935 

^ See, however, a divergent view expressed by John Ise, * The Monopoly Element 
m Rent, * American Economic Review, February, 1940, pp 33 ff 
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—such selling costs would never be incurred by any dealer 
“Salesmanship,” whether m direct sellmg or by means of ad- 
vertising, consists of the art of persuasion Sales managers are 
fond of usmg the term “order taker” as a term of reproach for 
their less aggressive salesmen In other words, all these men 
do IS take orders for what the buyers want The true sales- 
man in the language of all of the craft is the man who “makes 
the customers want whatAe firm has to sell” If competi- 
tion were pure and per^^^Bere would be no need for “sales- 
men” or sales managers, ano^one or at most a very few “order 
takers” could handle all the orders for an extremely large firm 
On the other hand, whenever the buyer’s knowledge is less 
than perfect, whenever he lacks objective standards by which 
to judge the quality of goods, whenever his choice between 
dealeis may be influenced by considerations other than price 
and quality, and whenever he is undecided and open to per- 
suasion as to which product he will buy or from which dealer 
to buy, then sellmg cost may be necessary to sell any output 
at all and will most certainly be encountered as the attempt is 
made to expand output Even where no active “persuasion” 
IS mtended, some sellmg effort will be necessary to acquaint 
the buyer with the mere fact of the existence of a new prod- 
uct In this modern world where so many dealers are clamor- 
mg for the buyer’s attention, it may be necessary to exert some 
selling effort merely to remmd him of the fact that an old 
product is still m existence If buyers cannot or do not keep 
themselves acquainted with the prices which are bemg charged 
by all sellers, it may be necessary even to advertise a price cut 
in order to secure increased busmess from cuttmg price 
The previous paragraph dealt with types of selling costs 
which are associated with an imperfect market Presumably, 
m the long run if no new products, or new advertisements, or 
new kinds of sales efiorts were introduced, or, more briefly, 
if we could assume perfect knowledge on the part of the buyers. 
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these sales efforts would lose their force and would disappear 

More important, however, are certain types of product dif- 
ferentiation which would persist even with perfect knowledge 
of the market A difierentiated product which is actually 
superior m a technological sense may require selling costs m 
order to acquamt the public with it simply because it is dif- 
ferentiated, and not standardized so that lower prices may in- 
duce greater volume Sometimes advertising may create prod- 
uct differentiation Sometimes, on the other hand, product 
differentiation may create the need for selling costs 

Influence of Selling Costs on Demand Curve 

In terms of our previous analysis, the purpose of all adver- 
tismg and selling efforts is to mfluence the demand curve for 
the product of an mdividual seller or a group of sellers The 
aim of any dealer who mcurs selling costs is to sell a greater 
output at any given price than he could have sold without in- 
currmg these costs Any successful sellmg effort will shift 
some part of the demand curve for the firm’s product to a lo- 
cation lymg to the right of where it would have been with- 
out such effort This is the result either of inducing the same 
buyers to take more of a product at any given price or of in- 
ducing additional buyers to take the product at prices they 
would not have paid before the sales effort was made 

Dependmg upon circumstances, the new demand curve that 
is the result of advertismg and sellmg effort may be more or 
less clastic, or parts of it may be more or less elastic, than the 
old demand curve that existed before the selling effort was 
made In general, if the effect of the effort is to convince 
buyers (rightly or wrongly) that the product sold by a par- 
ticular firm IS much superior to its close substitutes, the tend- 
ency will be for the upper segments of the new demand curve 
to be less elastic than the old, that is, the firm will not lose 
proportionately so much busmess to its rivals by raismg its 
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price as it would have under the previous conditions of de- 
mand On the other hand, if there is a large group of people 
who feel that they cannot afFord to buy the product at all ex- 
cept at low prices, but who become convinced of the superior- 
ity of this firm’s product, the elasticity of the lower part of the 
new demand curve may be greater than that of the old The 
buymg habits of additional buyers who are attracted by a 
given sales effort will also influence the elasticity of the new 
demand curve If they are people who will vary the amount 
of a product they purchase in response to a change in price, 
the new demand curve will tend to be more elastic than the 
old If they are not very responsive to price changes m the 
amount they purchase, the new demand curve will tend to be 
less elastic than the old one 

Influence of Selling Costs on Determination of Output 

The mdividual firm under monopolistic competition has a 
choice of means by which to sell a larger output It may lower 
Its price. It may improve the quality of its product, it may 
increase its selling efforts, or it may do all three We shall 
not deal here with changes m quality but solely with selling 
costs In the preceding chapter we were concerned primarily 
with changes m output occasioned by changes m price, and we 
found the prmciples governmg the point of maximum net re- 
turns for the firm When we have to consider sellmg costs 
as well, the problem becomes much more complicated Even 
if we knew the amount of selling costs which would be re- 
quired to sell each possible output at each possible price, we 
could not represent them by a smgle curve on a two-dimen- 
sional diagram as we did with costs of production This is 
because sellmg cost is one of three mterdependent variables 
output, price, and sellmg cost At any one price, a higher 
total sellmg cost will be required to sell a larger output at the 
same price At any one output, a higher total sellmg cost will 
be required to sell the same output at a higher price. 



278 


SELLING COSTS 


The formula that confronts the firm that is trying to de- 
termme the most profitable output is as follows 


(Ptice) X {Output) — {Vioduction Cost + Selling Cost) ~ Net Returns 

We will assume that we know the total cost of production of 
each possible output Output may be increased by lowering 
the price (thus reachmg another point on the same demand 
curve), or it may be increased by increasing sellmg costs (thus 
creating a new demand curve), or by a combination of cutting 
price and increasing selling costs (creatmg a new demand 
curve and selecting a new price point on the new demand 
curve) The problem is Which of these alternatives will 
make net returns the largest possible amount'* 

One way of solving this problem is to regard the selling 
costs which will create a certam demand curve as a fixed cost 
to be associated with that particular demand curve It will 
then be necessary to draw up a separate diagram for each pos- 
sible sellmg cost and the demand curve it creates 
In Diagram 1, PC represents average cost of production for 
each output ATUC is average total unit cost, including sell- 

Y Y 




Fig 1 — Selling Cost $ 1,000 to Cre- Fig 2 — Selling Cost $ 4,000 to Cre- 
ate New Demand ate New Demand 

Diagram 1 — Fixed Selling Costs 
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tng cost Selling cost per unit of product at each, output is 
shown by the vertical height of the shaded area, a unit cost 
which becomes smaller as output is mcreased, because of the 
spreading of this fixed cost MC is marginal cost, AR is aver- 
age revenue or demand, and MR is marginal revenue The 
area FPDE indicates maximum net returns under each set 
of demand and cost conditions 
It should be noted that while the profits shown by Figure 
2 are greater than those in Figure 1, they are not necessarily 
the greatest profits that could possibly be achieved It might 
be that greater profits could be made with a selling expendi- 
ture either greater or less than $4,000 00 The only way m 
which we could find the point of greatest profits would be to 
draw every diagram for every different selling cost 
It will be seen m Figure 2 that, although profits are greater 
than m Figure 1, selling costs are greater than profits and 
nearly as great as costs of production This is by no means an 
unusual situation in the actual business world of today Many 
products whose sole value, or the greater part of whose value, 
IS the illusion created in the minds of the public by advertising 
would show a similar set of cost conditions For instance, it 



Diagram 2 — Variable Selling Cost 
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IS very doubtful if the ingredients and the preparation of most 
patent medicmes cost as much per bottle as it does to advertise 
and sell them 

Another way to attempt to solve the problem of the most 
profitable combination of price and selling cost is to consider 
the price as bemg fixed and the sellmg cost as a variable cost 
necessary to sell an mci easing output at the same price 

In Diagram 2, the symbols are the same as m Diagram 1, 
except that, smce price is to be held constant, average revenue 
and margmal revenue comcide and become a horizontal 
straight Ime AR no longer represents a demand curve, as 
m the earher diagrams, it now is made up of a number of 
pomts on dffferent demand curves, each new demand curve 
bemg created by the sellmg costs necessary to sell more goods, 
also MC 2 includes variable selling costs while MCi does not 

Here agam we cannot be certain that Figure 2 shows the 
point of greatest profits If at a higher price the selling costs 
would not mcrease very much more, such a price might yield 
more profits. On the other hand, it might be that at a price 
of $3 50 selling costs would be so low for a very large output 
that this would yield the greatest profits, or the best price may 
be somewhere between $4 00 and $6 00 We cannot tell until 
we draw a diagram for each possible price * 

These diagrams illustrate how mcreasmg selling costs can 
turn decreasing costs of production mto increasing average 
total costs long before the pomt of mmimum cost of produc- 
tion IS reached 

The reader should not become too enthusiastic about this 
type of analysis but should remember that three very im- 
portant assumptions are mvolved 

1 That we know the costs of production to be associated 
with each output m which we are mterested 

2 That we must know or be able to estimate closely the 
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nature o£ the demand curve to be associated with changes in 
price with sellmg costs unchanged 

3 That we must be able to estimate the results to be/ achieved 
with each kmd and amount of expenditure on sellmg costs 

A reasonably accurate guess may often be made in connection 
with assumptions 1 and 2, but assumption 3 requires a higher 
order of prophecy, as will be found from the following dis- 
cussion 


Peculianttes of Selling Costs 

While costs of production present many difficulties of cal- 
culation, mtelligent effort will usually yield a result that is 
withm a reasonable range of probable error, and experience 
will usually help to lessen such range of error Not so with 
sellmg costs, smce here the effort is to appeal to the mmd of 
the buyer A given sum spent m one way may yield results 
out of all proportion to the cost, spent m another way, it may 
bring no sales at all or even do harm to the business The 
field of sellmg and advertismg costs is a splendid example of 
the old adage that “all generalities are wrong mcludmg this 
one ” 

One reason for this lies m the fact that the success of many 
advertismg or sellmg schemes consists m the appeal of unique- 
ness or novelty The first chain stores to paint their fronts 
red attracted a considerable volume of trade by it, but now 
that so many have done so, an agreeable shade of some other 
color IS not only a relief to the eye but is also a superior means 
of identification 

On the other hand, many trade practices that start out by 
givmg a unique advantage to the first firms which employ 
them end by bemg necessary practices that all competing firms 
must adopt if they hope to remain m busmess The first gas 
stations to buy an air compressor and put up a sign announc- 
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mg “free air” reaped a harvest m the good old days when mo- 
torists took their exercise pushmg a hand pump Today the 
possession of such a compressor confers no peculiar advantage 
to any station, yet every one must have one for fear of losing 
business if it did not The same is rapidly becommg true 
of the practice of gas station attendants of washing the cus- 
tomer’s wmdshield when he stops for gas The economics of 
such “free services” should be clearly understood When only 
a few firms are giving them, so that they attract a large volume 
of busmess to a particular firm, the firm can very well afford 
to give them without advancmg the regular price of the prod- 
uct But when all firms are giving them, they tend to be- 
come one of the common costs of doing business and may be 
passed on to the consumer m the price of the product This 
is one of the ways m which monopolistic competition through 
added “free” services may tend to raise rather than lower the 
price of the product 

If all customers appreciate these services sufficiently to pay 
what they cost, the solution may be satisfactory to everyone 
However, smce the services are usually not charged for sep- 
arately but are simply mcluded m the price of the product, 
many people who do not care for the services at all, or who 
do not care for them enough to pay what they cost, may be 
paying for them in all ignorance of the fact that they are 
domg so Thus, anyone who goes into ^ charge-and-dehvei 
store and buys for cash and carries his own parcel home is 
helpmg to pay for the charge-and-dehvery service available to 
other customers, even though he makes no use of it himself 
When there is a sufficient number of customers who do not 
care about such services, a new competitor may make a suc- 
cessful bid for their trade by not giving the services and not 
chargmg for them When this happens, the unit cost of the 
old firm will go up to the extent that all the remainmg cus- 
tomers insist on receiving the services, but the cost of giving 
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the service can no longer be “averaged out” over so large a 
number of customers as before 
One difficulty that confronts us in the analysis of selling 
costs is the extreme disproportionahty between advertising 
costs and volume of sales Not only is it impossible to pre- 
dict with any fair degree of accuracy what volume of sales 
will result from any particular sum spent on advertismg, but 
It is also often impossible to determine the extent to which 
any particular increase in sales has been due to any particular 
advertising expenditure which has been made in the past ® 
Another difficulty is that the selling costs that any one firm 
will encounter may be influenced by the actions of its com- 
petitors If the possible market for any one firm is largely 
confined to takmg busmess away from its competitors within 
the same mdustry, then the expenditure of a greater selling 
effort by any one firm may make it necessary for other firms 
to increase their selling expenditure merely to retam the same 
volume of sales that they had before This sort of competi- 
tion eliminates the profits of the various firms, not by causing 
them to cut their prices to the benefit of the customer, but 
by causmg them to mcrease their costs to the benefit of no- 
body but the advertismg agencies and salesmen If the Je- 
suits of sellmg effort were always in direct proportion to its 
cost, so that when one firm spent more on selling costs and 
took busmess away from another firm, the second firm could 
always get the busmess back by makmg a similar expenditure, 
then no firm would start such a competition, since to do so 
would be merely to invoke retaliation But, the peculiarities 
of the mmd of the buying public being such as they are, there 
is always the possibility that a small expenditure for advertis- 
ing and selling — if done m a very clever way — may yield at 
least temporary results out of all proportion to its cost Fur- 

® Some firms have attempted recently to obtain answers to these questions, with 
some degree of success 
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thermore, customers may become so firmly attached to the 
firm which first mcreases its sellmg effort that the other firms 
from whom the busmess was drawn might have to spend a 
much greater sum to recapture it than the first firm spent to 
get It away from them Consequently there is always a 
temptation to start this sort of competition 
The problem is further complicated by another of the pecu- 
liarities of advertismg Where there is a large potential mar- 
ket to be drawn upon by attracting customers away from en- 
tirely different industries, the advertising by any one firm may 
bring trade not only to itself but also to other firms m the 
industry For example, a Chevrolet advertisement may be 
the factor that arouses a desire m the mind of a buyer to buy 
a new car rather than talce a trip to Brazil, but after makmg 
the rounds of the dealers to find out what they will allow on 
his old car, he may end by buying an entirely different make, 
such as a Plymouth or Ford Thus Chevrolet advertismg will 
have sold a car for Plymouth or Ford That this is not at 
all an unusual result may be deduced from the proceedings of 
many a trade-association meeting It is not at all unusual at 
such meetings for the large advertisers to stand up and berate 
thfir competitors for not spendmg their fair share to make 
the public “fountam-pen conscious” or “wmdow-sash con- 
scious ” Among mdustries we are thus confronted with what 
has been called “competition for the consumer’s dollar ” 

We must now observe certain peculiarities of this inter-in- 
dustrial competition m sellmg effort In the first place, if only 
one industry puts on an intensive advertismg and sellmg cam- 
paign, the additional busmess thus obtamed may happen to 
draw from such a great number of other industries and from 
such a still greater number of mdividual firms that the amount 
of busmess lost by any one firm or mdustry may be so neg- 
ligible that It will not bother to try to get the busmess back 
Of course, as more and more industries tend to do the same 
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thing, the increase in business which any of them can gain 
from a given amount of advertismg will tend to dimmish. 
At the same time the losses suifered by the firms and in- 
dustries that have not previously advertised will begin to ap- 
proach such serious proportions that they too will be motivated 
to increase their sellmg efforts, either to try to recapture their 
lost business or to retam what busmess they still have Sooner 
or later, the mcreased selling efforts of all mdustries and firms 
will tend to nullify or at least to detract considerably from 
the benefits gamed by the firms which first started the com- 
petition However, the full effects of this retaliation may be 
so long delayed that the mterim gains which they have made 
will have exceeded the mcreased sellmg costs 

The same thing may be true even when the gam of one in- 
dustry that increases sellmg effort is largely at the expense of 
another single industry It is seldom mdeed that retaliation 
will be immediate and direct For example, the automobile 
industjy may mcrease its advertismg and draw most of its 
busmess from people who would otherwise have taken trips 
to Brazil If the steamship companies increase their sales ef- 
forts m turn, instead of having any immediate effect on the 
automobile mdustry most of the steamship tickets may be sold 
to people who would otherwise have bought an electric refrig- 
erator Refrigerators may then recover at the expense of ra- 
dios, and so on It may thus be a considerable length of time 
before the automobile mdustry, which started the process, be- 
gins to feel the effects of retahation either m loss of busmess 
or in mcreased costs of maintammg the same volume of busi- 
ness And even if it eventually does feel the effect, it may 
not be conscious of the cause. 

The tacit assumption that underlies the precedmg discus- 
sion is that there are a large number of buyers ready to change 
their purchases from one product to another or from one firm 
to another under the influence of advertismg and selling ef- 
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forts on the part of tlie various firms and industries How- 
ever, we must not ignore the fact that among the customers 
of any firm or any industry there will be extreme variations 
in the degree of such willmgness to change the direction of 
their purchases We are here concerned with two conflicting 
psychological tendencies the desire for novelty or improve- 
ment and the force of habit The strength of these two tend- 
encies will differ widely from one mdividual to another We 
are all familiar with individuals who buy the same products 
from the same stores m an almost unvaried routine, we are 
also familiar with other individuals who are never satisfied and 
who are always changing both the products they buy and the 
firms from which they buy them These psychological forces 
will also differ in the same individual with respect to different 
products and different firms All of us have at least some 
few products with which we are so well satisfied or which we 
consider so necessary to our well-being that it would require 
a tremendous amount of inducement to make us cease pur- 
chasing them and buy somethmg else This applies to the 
products themselves, to brands of products, and to the firms 
with which we trade On the other hand there are usually 
some commodities in respect to which we are just on the mar- 
gin of doubt as to whether we shall buy that particular com-^ 
modity or another 


Good Will 

This brings us to the most important source of permanent 
or quasi-permanent gams from advertismg and selling effort, 
that IS, what is known to the trade as “repeat orders ” When 
people are just on the margin of doubt as to whether to con- 
tinue buymg the same commodity or trading with the same 
firm, a comparatively small expenditure of well-directed ad- 
vertising or sellmg effort may induce them to start buying a 
different commodity or to start trading with a different firm 
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Once they have made the change, some of these buyers may 
become so well satisfied with the new commodity or the new 
firm that either they refuse to change again at all, or that the 
necessary effort to mduce them to change agam would be so 
costly that no other firm could gain enough from these cus- 
tomers’ trade to cover the costs of inducing them to buy Once 
a firm’s clientele is made up of a majority of this type of cus- 
tomers, It can retain the same volume of busmess with rel- 
atively negligible selling costs This condition is what is 
known as the “good will” of a business 

The value of such a good will can often reach fantastic 
amounts m the case of products which are sold nationally or 
mternationally under a certam trade-mark or brand name 
Consider, for mstance, the value of such names as “Wrigley’s 
Spearmmt,” “Smith Brothers Cough Drops,” “Fngidaire,” 
“Chesterfields,” and so on The name “Wrigley’s Spearmint” 
IS undoubtedly worth many times the value of the plant and 
equipment with which the chewing gum is made I might 
start to manufacture a chewmg gum identical m chicle and 
flavor content with “Spearmmt”, but if I spent 100 times or 
even 1,000 times the amount which the Wrigley Company is 
now spendmg on advertismg, it is still a doubtful question 
whether I would be able to attam a volume of sales equal to 
theirs I should certainly hesitate to risk my own money in 
such a venture, and I doubt very much whether I could find 
a banker foolish enough or optimistic enough to lend me the 
money 

The existence of good will, coupled with the heavy expenses 
which a new firm would have to mcur to enter the competi- 
tion, will often prove to be such a deterrent to the entrance 
of new firms mto an mdustry that the successful older firijis 
may attam a degree of monopoly power with respect to their 
own customers which may be nearly perfect over a long period 
of time 
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Difficulty of Allocating Advertising Cost 

Advertising that falls into the hands of customers who would 
have bought from the firm anyway without such advertising 
is sheer waste Why, then, do successful, established firms 
continue to advertise to the extent that they do? In the first 
place, the firm may have no way of knowing how much of 
its busmess is made up of repeat business and how much is 
made up of a constant succession of new customers who buy 
only once A small retail busmess, or any business m which 
sellmg IS conducted by direct personal contact, may easily rec- 
ognize which customers are “regular.” Thus, the “family 
tailors” and “family bootmakers” of London may be entirely 
justified in their scorn of advertising, smce they lose none of 
their present business by not advertising, and the additional 
volume of trade to be gained by advertismg might not be 
worth what it costs On the other hand, the seller of a na- 
tionally advertised product may have no way of ascertaining 
the identity of his customers so that he can distmguish new 
busmess from old Under these circumstances it may some- 
times be the case that the manufacturer could mcrease his net 
profits by curtailmg his advertismg, but that he is not aware of 
the fact 

With some products, particularly high priced “durable” 
goods, a single sale to each customer may be sufficient to make 
a given expenditure on advertismg profitable With low- 
priced perishable goods, the net return per single sale may 
be so small that advertismg which only mduces customers to 
buy once may be conducted at a net loss However, the manu- 
facturer will have no way of knowmg ahead of time what pro- 
portion of the new busmess secured by advertismg will come 
from smgle-time buyers and how much will come from repeat 
customers 

This brmgs us to another great difficulty m the analysis of 
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advertising cost It will usually be impossible to determine 
whether a given expenditure on advertismg should be treated 
as a “fixed cost” or as a “variable cost ” To the extent that a 
certam advertisement attracts repeat customers to the firm, it 
should be considered as a fixed cost, that is, the advertisement 
will not have to be repeated for these same customers, and the 
more that they buy over a period of years, the smaller will be 
the cost per sale of this particular advertisement In other 
words, the annual output of the firm is mcreased by an ex- 
penditure which has to be made but once To the extent that 
advertismg attracts only smgle-time buyeis, it must be regarded 
as a variable cost, it will be necessary contmually to repeat 
the expenditure to try to maintam the same volume of busi- 
ness Under these circumstances, the full cost of the adver- 
tisement should be assessed against the sales which result from 
It today, this week, or this month We have seen from the 
previous discussion how difficult it is to determine whether 
advertismg attracts repeat customers or smgle-time buyers 
Even a department store which advertises a “sale” to last only 
one day may thereby attract some customers who will become 
permanent customers, so that some unknown part of the ad- 
vertismg cost of the sale should be considered a fixed cost and 
the rest a variable cost 

Price Cutting versus Increased Selling Costs 

We ma y now consider for a moment some of the merits of 
price cuttmg versus mcreasmg sellmg costs We shall not 
have space here to exhaust the subject, but some of the salient 
points may be given attention Such a question may be con- 
sidered both from the pomt of view of the mdividual busi- 
nessman and from that of society 

The mdividual busmessman is of course mterested m trymg 
to make the greatest possible net profits or the least amount 
of loss As we have seen, it is not always easy for him to 



290 


SELLING COSTS 


determine whether cutting prices or increasing selling costs 
will yield him the best results When such a doubt exists, 
he may prefer to advertise rather than cut prices, since if ad- 
vertising does not pay he may discontinue it, losing only tlie 
cost of the advertising, whereas, if he cuts prices, he may find 
(if the results are not to his satisfaction) that it is difficult oi 
impossible to raise them agam and still retain the old volume 
of sales he had before the cut 

There is another objection to price cuttmg from the busi- 
nessman’s point of view The increased business obtained by 
a price cut may happen to come largely at the expense of other 
firms m the same mdustry, in which case retaliation may be 
immediate and drastic On the other hand, the mcreased buy- 
ing created by advertising may happen to come largely at the 
expense of other industries There is also the possibility, as 
we have seen, that the advertising by one firm may brmg some 
business to a competitor in the same mdustry In the case of 
increased advertismg, the effects of retaliation by other firms 
or other industries may be so long delayed that temporary 
profits are possible, and, in any event, cause and effect may 
not be clearly apparent to the busmessman himself Thus we 
have the rather curious statement by trade associations that 
price cutting is an “unethical” form of competition, while 
usmg advertising to overpraise one’s own product to the point 
of downright lying is apparently entirely “ethical ” 

Then, too, from the point of view of the businessman, busi- 
ness that IS secured by a price cut may be lost to a competitor 
wfio cuts prices still further or offers better quality for the 
same price, but building a complete delusion m the mmd of 
the buyer through advertismg may secure business for the firm 
which cannot be taken away by a competitor’s price cut and 
sometimes not even by a competitor’s advertising Only in 
the event that a firm is selling a product whose merits will be 
obvious to a buyer when he uses it can the firm feel confident 
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that a price cut will bring it a large number of permanent new 
customers 

Now let us consider the question from the viewpoint of 
society First, any advertising which does not mfluence buy- 
ers IS a sheer economic waste This will be a waste from the 
point of view of the busmessman also, but while the business- 
man would regard a loss through bad advertismg and a loss 
through an unwise price cut with equal horror, the buying 
public would gain from the price cut. 

Some advertismg may actually increase the satisfaction 
which a buyer derives from a product Thus, if an advertiser 
succeeds in convmcing me that the cheap car which I drive is 
just about as good as a $7,000 00 car, and if I stay convmced 
all the while 1 own the car, the satisfaction I derive from own- 
ing the car is greatly enhanced and my sense of well-bemg 
has been increased by the ad Against such a merit of adver- 
tismg must be set the fact that it may make me aware of the 
merits of articles I cannot afford to buy and dissatisfied with 
those that I can buy The advertisements for beautiful sailmg 
yachts may thus be a source of disutility to me 

Somethmg may even be said for the much-abused patent 
medicine ad Insofar as people take these medicines for im- 
agmary illnesses, the advertisement may constitute the prin- 
cipal part of the cure The statement m the testimonial, “It 
did wonders for Mrs Blue and will do wonders for you,” 
may be as efficacious as the work of any faith healer Agamst 
this, of course, must be set the fact that such advertisements 
very often prevent people from going to a physician for real 
illnesses which a physician alone may be able to cure 

Advertismg may also claim that it makes us acquainted 
with more and different kmds of products and with more and 
different firms, and thus is an aid to the buyer m making wise 
choices Whoever makes this claim, however, must actually 
show that consumers’ choices are wiser as a result of advertis- 
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mg Such, a claim can only be made for truthful advertismg, 
and even then, if advertismg raises the cost of goods to the 
consumer, it must be shown that he is better off with fewer 
goods well chosen than he would be with a greater number 
of unadvertised but cheaper goods 
This brings us to the much-discussed question of whether 
advertismg raises or lowers the price of a commodity If a 
commodity is bemg produced under decreasmg costs of pro- 
duction, and advertismg is capable of expanding the market 
m such a way that the point of maximum net returns for 
the manufacturer will be at a lower price than it was be- 
fore, then the price of the product as a result of advertis- 
ing may be lower than it would have been without, provided 
the manufacturer is sufficiently aware of the nature of the de- 
mand curve to realize that a greater profit could be secured 
at a lower price This may be true of a great many mdustries 
as long as we are lookmg at only one firm at a time. How- 
ever, when all or a great many firms and mdustries are com- 
petitively clamormg for the buyer’s attention, the amount of 
selling costs which will have to be mcurred by each of them 
to gam a large market may be such that it will prove that m- 
creased sellmg costs will have more than ofiset the gams in 
lowered production costs If such is the case, then the pub- 
lic could have been better served had the competition been on 
a price basis alone We have not sufficient data on which to 
answer this question as regards the sum total of all products 
From a casual examination it would appear that advertising 
has mcreased the price of some products and lowered that of 
others To the extent that advertismg succeeds m inducmg 
buyers to select products by particular brand names rather than 
by comparing the price and quality of all products before they 
buy. It is certamly an mducement to the manufacturers to 
compete on a basis of increasmg selling costs rather than cut- 
tmg sellmg prices 
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'Problems of Transportation 

^T^HE ECONOMIC importance of transportation can hardly 
be exaggerated, because, as Adam Smith pointed out long 
ago, the division of labor is dependent upon the extent of the 
market, and it is the nature and costs of transportation which 
determine the extent of the market Low-cost transportation 
facilities also increase the; mobility of labor, allowmg workers 
to move from regions where they are poorly paid to those 
where better wages prevail All of the advantages of inter- 
regional and international trade arise only because transporta- 
tion of goods and people makes such trade possible 
It IS, perhaps, idle to attempt to calculate the immeasurable 
value of transportation as a whole. We are repeatedly forced 
to consider whether a specific means of transportation between 
two given points is worth what it costs In the case of an 
existing means of transportation, all that is necessary is that 
the value of the service rendered be equal to the costs of opera- 
tion and mamtenance m order to justify its contmued exist- 
ence In the case of proposed transport routes or facilities 
It becomes desirable to calculate whether the benefits expected 
from It will cover costs of construction as well as costs of 
operation and maintenance This problem will likewise in- 
volve the selection of the most economical means of transporta- 
tion For example, through certain parts of African and 
South American jungles no means of transport more elabo- 
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rate than bearers carrying packs and walking a tiail is eco- 
nomically justified, even the small cost of the crudest unsur- 
faced road being too high for the possible volume of traflEc 
to be carried On the other hand, between two populous man- 
ufacturing centers nothing short of a four-track standard- 
gauge railroad, a four-lane concrete highway, and airplane 
service may be adequate to handle the volume and diversity 
of traffic which can most piofitably be carried Before con- 
sidermg more specific problems, a brief discussion of the field 
and function of the various forms of transport may be a help 
in acquamtmg us with the geneial picture 

Roads 

Roads are one of the oldest means of transportation Their 
economic importance has varied from time to time, as has 
their place in the transportation system Although the ancient 
Roman roads were built primarily for military purposes, they 
soon became important arteries of commercial transportation 

During the Middle Ages the art of road buildmg declined 
and with it the importance of wagon roads as a means of 
transportation The soft surface of Medieval roads set very 
low limits upon the weight of the loads which might be car- 
ried and consequently made roads an extremely expensive 
means of conveyance as well as a slow and uncertain one The 
lack of strong governments during the Middle Ages also ex- 
posed road-borne freight to the danger of confiscation by 
highwaymen Even where the highwaymen were suppressed, 
the feudal barons over whose domam the goods passed often 
levied heavy tolls on merchandise crossing their territory 

The mtolerable condition of early English roads is attested 
m the diaries of numerous travelers of the period The re- 
peated mtroduction mto Parliament of various measures in- 
tended to improve the condition of the roads is evidence of 
the seriousness of the problem. One of the most amusmg was 
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a regulation that all freight-carrying vehicles must have tires 
eighteen mches wide — a vam hope to prevent the rutting of 
the soft roads by heavy vehicles 

Modern road construction dates from the road engmeenng 
of Metcalf, Telford, and MacAdam, the latter of whom dis- 
covered the process of mixing crushed stone with the topsoil 
of the road to give it a hard surface The Macadam road 
still bears his name Although the Roman roads were built 
by the state, many American Colonial and some English roads 
were built and operated by private companies Toll gates 
and toll bridges which were maintained to charge people for 
the use of such roads may still be found standmg in some 
parts of the country A high-speed toll road is even now 
being proposed to cross the State of Pennsylvania from Phila- 
delphia to Pittsburgh and a privately owned toll road up Mt 
Washington is still in operation 

Although there were some important arterial highways in 
the early history of the United States, such as the Cumber- 
land Road, the Boston Post Road, and the Cherry Valley Turn- 
pike, the roads were much less important carriers of heavy 
freight than the rivers and canals and the railroads that were 
later developed Until comparatively recently our road sys- 
tems have been developed largely as “feeders” for the other 
forms of transportation and for serving small communities 
where the volume of freight traf&c did not justify the building 
of branch railroad Imes The development first of passen- 
ger automobiles and more 'recently of trucks and busses has 
again made the roads an important form of conveyance of 
long-haul traffic 

Motor truck transportation of large consignments of heavy 
freight for long hauls is not, even today, as economical as 
railroad transportation of the same type of loads On many 
types of loads the trucks have one distmct advantage There 
need be only one loadmg and one unloadmg to carry the 
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goods from the point of shipment to the place where they are 
actually to be delivered Not only is this a saving in handling 
costs but also, particularly on short hauls, it may result in a 
considerable saving in time of delivery 

The fi lends of the railroads also tell us that truck tians- 
portation is being unfairly subsidized m that the trucks travel 
over publicly built highways and do not pay their fair share 
of the cost of construction and upkeep of the roads upon which 
they travel There is undoubtedly some truth m this claim 
Just what amount the “fair share” of “such costs would be has 
yet to be determined We should not forget that many rail- 
roads were subsidized durmg their construction periods by 
large gifts of public lands 

The comparative infancy of the airplane and the recent 
improvements m freight and passenger locomotives on the 
railroads makes it impossible for us to prophesy what the 
final position of roads will be in our transportation system 
either for freight or passenger traffic For some classes of 
traffic It is likely that the roads will again return to the status 
of “feeders,” for example, m carrymg passengers to and from 
airports For other classes of traffic the roads may prove to 
be the most economical or convenient even on long hauls 

In the case of public roads, their free use makes it difficult 
to measure their productivity However, when a decision is 
being made as to whether a new road is to be bmlt, a reason- 
able test that the authorities may apply has been suggested 
by Professor Machlup An estimate could be made of the 
amount of revenue that could be earned by tlie road if it were 
operated as a toll road If this is in excess of the estimated 
cost of constructmg and mamtammg the road, then the gam 
in real mcome to the people from buildmg the road and allow- 
ing free use of it will be m excess of the costs In cases where 
relief labor is used on the roads, it may be justifiable to deduct 
the cost of this labor from the total cost of the road in m aking 
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the estimate, if this relief labor would otherwise have been 
supported in idleness or employed on nonuseful projects 

WaUt ways 

Where both shipping and receivmg pomts are conveniently 
located as regards navigable water, water-borne transport has 
always been, and is likely to continue to be, the cheapest means 
of conveying heavy freight Except where the waterways are 
artificial or must be kept navigable by artificial aid, there is 
absolutely no cost for roadbed Ships can also carry a greater 
weight and bulk per horsepower of engme than any other 
form of conveyance 

There are, however, many serious disadvantages under 
which water transportation labors It has always been a com- 
paratively slow means of transport and is likely to continue 
to be so It IS also relatively mflexible, as m the case of direct 
shipments, when both shippmg and receivmg pomts must be 
on navigable water To obtain business from beyond these 
points there must be a combmation with other means of trans- 
portation, for canals cannot ordmarily be run to warehouse 
doors as can the spur tracks of railroads For many kmds of 
package freight, the cost of unloadmg from freight cars into 
boats and then loadmg again into freight cars at the other 
end of the water haul makes it advisable to ship the entire 
distance by rail rather than by a combmed rail and water 
route For bulk cargoes which can be handled mechanically, 
the advantage is the other way around Iron ore, for mstance, 
IS handled so efficiently by the mechanical loaders and un- 
loaders in the Great Lakes ports that the ore is regularly 
shipped by tram to Duluth, loaded on boats, and reloaded 
mto freight cars at Ashtabula, Conneaut, and Fairport, Ohio, 
for shipment to the steel mills m Pittsburgh and Youngstown 
So great is the saving m costs of this combmed rail and water 
route that the steel compames, rather than to ship directly by 
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rail from the mines, maintain huge storage piles of oie both 
at the plants and at the lower lake ports to carry them through 
the winter season when navigation is closed A similar ad- 
vantage is found in the shipment of gram by water, smce the 
grain is likewise handled mechanically m bulk cargo lots The 
difference between the prices of gram m Buffalo and Chicago 
m summer and winter regularly reflect the increased cost of 
all-rail shipment m the winter 
Canals were once an extremely important form of water 
transport but they have suffered a decline smce the advent of 
the railroads They are quite expensive to build and main- 
tam and their courses are sharply limited by the topography 
of the land Most modern canals (such as the Suez and the 
Panama) have been built not to compete with existing land 
transportation but rather to shorten sea routes or to connect 
two important water transportation systems The develop- 
men of Diesel-engmed barges is, however, brmgmg about an 
increase of traffic on many old canal systems and may lead 
to a slight extension of some of them The comparative un- 
seaworthmess of the old canal boats on lakes or oceans, as 
well as their extreme slowness on the canals themselves, was 
a serious handicap to them m competmg with other forms of 
shippmg 


Railroads 

Smce the 1850’s the railroads have become the backbone of 
our transportation system and m spite of present difEculties 
(financial and others) give every promise of re maining as 
such, at least for the near future The ability to haul long 
trams of heavily laden cars with a smgle source of motive 
power, the possibilities of rapid transport over unobstructed 
roadbeds, continuous operation night and day, the wide num- 
ber of places that can be reached by rail, and the compara- 
tive safety of railroad transportation are advantages which 
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are not easily superseded That the major railroads are able 
to survive one financial reorganization after another and one 
legal handicap after another is ample evidence of their impor- 
tant place in our transportation system 
Perhaps even now the word “system” should not be used in 
connection with our railroads if we are thinking of railroads 
in general rather than of certam particular lines Certamly 
nothing less systematic can be imagmed than the early con- 
struction and organization of our railroads The first rail- 
roads were usually built to connect two cities that were fairly 
close together with little, if any, thought as to where the line 
was finally to extend In the early days the different rail- 
roads used differently gauged tracks, so that even where two 
roads happened to mtersect, the cars from one could not run 
on the other The first long trunk Ime was organized by 
Commodore Vanderbilt, who bought up a number of short 
Imes extending up the Hudson and across the State of New 
York and connected them to form the New York Central lines 
between New York and Buffalo 
Much of the haphazard nature of our railroad lines is trace- 
able to the era of railroad-buildmg fever which followed Van- 
derbilt’s initial success The stock market literally went crazy 
in the buying of railroad securities, funds could easily be 
secured for die construction of almost any railroad to almost 
any place (Some of the roads were actually constructed and 
some were not ) Most of the railroads which were started 
at this time were intended by their sponsors to reach the Pacific 
Coast eventually The evidence of this fond hope still per- 
sists in the phrase “and Western” which embellishes the names 
of many roads that were started at this time — ^for example, 
Delaware, Lackawanna & Western, New York, Ontario & 
Western, Norfolk & Western Many others tried to imitate 
Vanderbilt’s successful scheme of attemptmg to buy existing 
lines to unite into a railroad system During this competitive 
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period many small Imes and branches were purchased, not so 
much for their value to the system which acquired them, but 
often merely for the purpose of attempting to thwart the 
plans of rival builders of railroad systems Many of the new 
roads that were constructed, instead of followmg the route 
indicated by efficient transportation or volume of traffic, sim- 
ply turned their courses to go through the towns or villages 
which would grant them the greatest amount of subsidy or 
which would purchase the greatest quantity of their stocks 
and bonds Although there were no Rotary Clubs or Cham- 
bers of Commerce m those days, the local boosters organized 
themselves and hent every effort to ensure the running of the 
railroad through their town rather than through the near and 
hated rival town 

Many railroads were built far in advance of the need for 
their existence, many traversed territory that even today has 
not produced a profitable volume of traffic, and three trans- 
continental lines were built when there was hardly enough 
business to justify one Since the bulk of the profitable freight 
and passenger traffic still lay east of Chicago, the competitive 
effort to tap this source of revenue possibly resulted m even 
more overbuildmg of railroads in the East than in the West 
There followed an era of cutthroat competition which re- 
sulted m extremely curious rate structures, the roads cut 
their rates to absurdly low figures between points where there 
was competition and then tried to make up the difference by 
chargmg extortionate rates between pomts on their own lines 
where there was no competitor It was not at all uncommon 
for through freight from Chicago to New York to be charged 
a lower rate than was charged on the same class of freight 
between two cities only one hundred miles apart More will 
be said about rate structures later Notice, however, that 
durmg this period of cutthroat competition it was not suflficient 
for a town to have one railroad entering it in order to have 
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low freight rates and hence adequate transportation for busi- 
ness purposes There would have to be two competing roads 
That the railroads themselves were not averse to cuttmg mto 
a rival’s protected territory explams the construction of many 
branch lines that are practically useless today 

After a period of supremacy m most classes of freight and 
passenger traffic, and then a period of relative declme, the 
railroads today are attemptmg to regain lost traffic Through 
the experimentation with streamlined trains and new types of 
motive power, they are attempting to compete with the air- 
planes for the fast passenger and express busmess By lower 
fares and better accommodations than formerly, they are at- 
tempting to regain passenger business fiom the bus lines and 
to attract people from private automobile drivmg With store- 
door delivery on many types of meichandise, they aie striving 
to meet the competition from the motor trucks for freight 
traffic It IS too early to determine what the effects of these 
various measures will be, either on the railroads themselves or 
on the competmg means of transportation 

Airlines 

The fact that airplanes and aurlmes are still in a state of 
relative mfancy leaves us m doubt both as to the future of air- 
lines themselves and as to the competitive mroads they will 
make upon other forms of transportation It seems almost safe 
to prophesy that the use of the airplane will be confined mainly 
to relatively light loads and to classes of traffic which place a 
premium on speed The amount of motive power required 
merely to lift the plane, its crew, and it gasolme supply tends 
to place severe engmeermg limits upon the amount of useful 
load which even the largest and best designed modern planes 
can carry Smee a failure of either motive power or structure 
of the plane usually means a serious accident, the planes must 
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be serviced better and be replaced more often than would be 
the case with trucks or busses In consequence, the airlines 
are forced to charge considerably higher rates for the same 
weight or bulk of load than do other forms of transportation, 
and their business is thus confined to those classes of trafibc in 
which the superior speed of the plane is a sufficient justifica- 
tion for the payment of the higher rates (Aside from its 
speed, the plane also has an advantage m being able to carry 
freight into otherwise maccessible spots, such as the transport 
of mining machmery to the new Canadian gold fields and to 
pomts m the Andes ) In spite of its limitations, the airplane 
IS destined to become a much more important factor in our 
transportation system than it is at present The rate of its 
progress will be governed largely by the adoption of proper 
safety measures for air transport 

Transportation Rate Making 

One of the most difficult problems m transportation is that 
of determming proper rate schedules for the various classes of 
freight and passenger traffic Many of the problems of rate 
making are quite similar, regardless of whether the rates are 
set by an unregulated carrier or whether they are to be deter- 
mined by some regulatory body such as the Interstate Com- 
merce Commission The unregulated carrier would, of course, 
be seekmg the point of maximum net returns, while the regu- 
latory body is charged with the duty of limitmg earnings to a 
certam fixed percentage on the valuation of the property 
Nevertheless, both are confronted with the problem of setting 
the different rates for various classes of freight and passenger 
traffic We shall use the railroads for an example of rate- 
makmg policies, but it will be found that the prmciples devel- 
oped are applicable, with some slight modifications, to other 
transportation agencies 
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Unregulated Rates 

The problems of a railroad that is free to set its own rates 
will first be discussed, later the qualifications imposed by gov- 
ernment regulation will be introduced Writers on railroad 
rates are fond of using the terms “cost of service rendered” 
and “charging what the traffic will bear” When an exam- 
mation of the use of these terms is made, however, it may 
be seen that “cost of service rendered” is simply another name 
for margmal cost and that “chargmg what the traffic will bear” 
IS the marginal revenue principle^ The process of fixmg 
railroad rates is then simply one of attempting to equate 
marginal cost and margmal revenue m exactly the same man- 
ner as that which was discussed m the determmation of prices 
under monopoly and monopolistic competition^ 

A railroad is in a position to determme with a fair degree 
of accuracy the margmal costs associated with any particular 
addition to its freight or passenger busmess, experience will 
show the amount of the additional fuel and wage cost involved 
m running one more tram over its lines Likewise (with 
somewhat less accuracy), the cost of additional wear and tear 
on rolling stock and roadbed occasioned by running th oneT*^ 
extra tram can be estimated The cost of addmg one more car 
to a tram which is already runnmg on schedule may also be 
determmed This cost will not be constant for each added 
car but will start to drop sharply with the second car on the 
tram It will finally reach a low pomt and then increase very 
slowly as more cars are added, until the haulmg capacity of 
the locomotive is noticeably overburdened A tram of fifty 
freight cars may have less than double the variable cost of a 
tram of twenty-five cars A pomt will eventually be reached 
at which It is cheaper to split the load between two trams 

II am indebted to Professor Machlup for this observation 

2 See Ch X 
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ratlier than to add more cars to the same tram Particularly 
in the case of passenger business it may be found that it is 
desirable to add another tram, runnmg at a different hour, 
before the point of least cost of adding more cars to the first 
tram is reached This will occur when a sufficient amount 
of traffic can be attracted by the convenience of a tram at a 
different time to offset the somewhat higher cost of its opera- 
tion before the full capacity of the first tram is reached 
We hear much about the burden of heavy fixed charges in 
connection with the operation of a railroad Interest charges 
on cost of construction will continue whether any trains are 
run or not Expenditures for the signal system, mamtenance of 
rails and roadbed, and similar expenses will remain about the 
same whether ten or a hundred trams a day run over its lines 
While the number of clerical help and station employees can 
be varied somewhat m response to changes in the volume of 
traffic, this will usually be found advisable only m response to 
long-continued changes in volume of traffic and not with daily 
or weekly changes Except for tram crews and engme and 
car repair shops, most of the labor force of a railroad must be 
organized to handle its peak loads and cannot be materially 
f’^edisd m temporarily slack times 
’Ahhough fixed costs bulk large in the total cost of a rail- 
road, and although their amount may be the factor which 
determmes whether the road operates at a profit or a loss, 
fixed costs have nothmg to do with the determmation of rates 
by an unregulated carrier If marginal costs and marginal 
revenue are equated, this procedure will yield the greatest 
possible surplus of revenue over variable costs, which may 
happen to be enough to pay part or all of the fixed costs or to 
yield a profit, as the case may be (Sometimes the attempt is 
made to allocate a part of the fixed costs to some particular 
class of traffic, but this procedure has no economic sense nor 
significance It may be of some practical use only in at- 
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tempting to defend lawsuits mvolvmg railroad rates before 
an economically ignorant judge or jury ) 

It has been stated before that “chargmg what the traffic 
will bear” is nothmg more nor less than taking proper account 
of decreasing marginal revenue in settmg railroad rates The 
fact that the railroads are m a much better position tlian most 
sellers to practice price discrimmation in fixing their charges 
gives rise to many mteresting problems 

In the case of freight traffic the demand for transportation 
IS a derived demand, the direct demand bemg for goods at the 
point of destmation The demand for transportation services 
IS thus derived from the demand for the goods themselves 
In exammmg the conditions under which a railroad may maxi- 
mize total revenue by chargmg a high or low freight rate on a 
particular commodity between two certain points, we can do 
no better than to apply Marshall’s ^ four principles governing 
the elasticity of derived demand The four conditions for 
high freight rates aie as follows 

(1) ' The services of the railroad should be essential, or 
nearly essential, to the delivery of the commodity at the point 
of destination, no good substitute means of transportation 
bemg available at a moderate price The closest possible 
substitute, of course, would be another railroad runnmg be- 
tween the some points of origm and destmation of the com- 
modity The degree to which other means of transportation 
approach bemg close substitutes for railroad services will de- 
pend both upon their nature and the nature of the product 
For example, the railroads enjoyed almost a perfect monopoly 
in the transportation of perishable fruits and vegetables until 
high-speed refrigerated trucks were developed 

(2) The commodity itself should be one for which the 
demand is highly melastic, so that a check to its supply will 

3 Marshall, Alfred, Principles of Economics, Eighth Edition, Book V, Ch 6, p 385, 
Macmillan & Co , Ltd , London, 1927 
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cause consumers to offer a much increased price rather than go 
without It This condition implies that there are no products 
in the community of destination that the people Will purchase 
readily if the price of the commodity in question rises mate- 
rially It also implies that local production of the given com- 
modity IS impossible except at extremely high costs, otherwise, 
although high freight rates might yield large revenue for a 
short time, if they stimulated local production of the article 
they might result in a total loss of all trafiSc on this commodity 
to this community 

(3) Only a small part of the delivered cost of the com- 
modity should consist m the cost of transportation Thus, a 
freight rate of $20 00 a ton would double or more than double 
the delivered cost of coal m most communities and would thus 
result m a serious decline in the amount of coal purchased, 
whereas a freight rate of even $100 00 a ton on silk neckties 
would constitute so negligible a part of the delivered price that 
It would hardly be noticed by the buyer and would cause 
almost no declme m purchases, consequently freight traffic 
would not fall oflf because of the high rat? 

(4) Even a small decrease m the amount of the commodity 
purchased should cause a considerable fall m its price at the 
point of origin In this case, even though the demand for the 
product at the point of destmation may be somewhat elastic, 
producers of the product will pay the high freight rates and ac- 
cept lower prices for the product in order to avoid discouraging > 
its sale by a high delivered cost 

It IS not necessary, of course, for all four of these prmciples 
to be fulfilled in order for freight rates to be high on a certain 
commodity between certain pomts, but the greater the extent 
to which each one is fulfilled m practice, the higher the freight 
rate which will yield maximum total revenue, or m other 
words, the steeper will be the slope of the demand curve for 
that transportation service 
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Discrimtnatton m Freight Rates ^ 

Price discrimination consists of the selling of the same service 
(or good) by one seller to different buyers at different prices 
Discrimination is possible only when buyeis can be divided 
into groups which are really different markets. This implies 
two conditions (1) that buyers who are charged a higher 
price cannot or will not enter the lower-priced market, and 
(2) that the service cannot be resold by those who are charged 
the lower price to those who would have to pay tlie higher 
price if they bought from the origmal seller In the case of 
freight rates, this groupmg or classification is comparatively 
easy, smce it is impossible to change one commodity mto an- 
other ® for the purpose of securmg a different freight rate, nor 
will a freight rate which is applicable only between two desig- 
nated towns be available for shippers between other pomts 

When the different classes of customers have different elas- 
ticities of demand for the service, discrimination yields»a greater 
total revenue than that obtained by charging the simple 
monopoly price A group with a very melastic demand for 
transportation may then be charged a high freight rate with- 
out much dimmution in the volume of traffic received from 
them. At the same time another group with a more elastic 
demand may be offered a low freight rate in order to induce 
them to ship m large volume In this case a simple monopoly 
price (the same for both groups of customers, nondiscrimma- 
tory) would not be high enough to take full advantage of the 


^ This section is based largely on the work of Joan Robinson Those who desire 
a more detailed and thorough discussion of price discrimination than is possible in a 
text of this sort should read Chapters XV and XVI in her Economics of Imperfect 
Competition t Macmillan & Co , Ltd , London, 1934 

5 Except, of course, that raw materials or finished products, or parts or assembled 
machines, may be shipped, depending on which has the cheaper freight rate In 
the case of lower rates on automobile parts than on assembled cars, this really repre- 
sents a difference in cost to the railroad (the unassembled parts are less bulky) 
rather than an example of true price discnminauon 
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inelastic demand of the first group, nor would it be low enough 
to take full advantage of the large volume of traffic to be 
obtamed at low rates from the second group 

For purposes of simplicity, discrimination was described 
above as though it were practiced between two groups only 
If, after this first division of customers has been made, there 
still remain within either group shippers whose elasticities of 
demand for transportation are different, it will then pay to 
subdivide that group still further and charge different rates to 
^ach subdivision It will pay to contmue to subdivide and 
discriminate so long as any group still contains customers with 
different elasticities of demand The important practical dif- 
ficulties aie the findmg of means of classifying customers 
which correspond with their respective elasticities of demand, 
and the fear that too much discrimmation may bring about 
calls for legislative action by the government Perfect dis- 
crimination would consist m charging a different rate to each 
shipper whose elasticity of demand for transportation differs 
from that of any other shipper 

While the railroads have by no means achieved perfect dis- 
crimmation, they must be credited with a fairly thorough at- 
tempt m this direction The reader who is interested may 
ask his nearest freight agent to show him the rate classifica- 
tion book He will be given a book the size of a city telephone 
directory listing the different ways in which freight rates are 
classified It may be mterestmg to note the different bases 
that are used by a railroad to classify trafl&c for the purpose of 
chargmg discrimmatmg rates 

Commodity discrimination consists m the chargmg of dif- 
ferent rates per ton mile on different commodities of approxi- 
mately equal bulk (Bulkier commodities, smce they use more 
space, cost more per ton to carry, hence a higher rate that 
represents only this difference m cost is not discrimmatory ) 



PROBLEMS OF TRANSPORTATION 


309 


For example, fluid milk and fuel oil are of nearly the same 
specific gravity and both can be handled in bulk ® in tank cars 
Milk, however, fulfills fairly well our four conditions for a 
high freight rate (see p 305), while fuel oil conforms to 
scarcely any of them (1) The substitute means of transpor- 
tation for milk are few, and with the smgle exception of trucks 
on short hauls, distmctly inferior Fuel oil can be carried any 
distance by water or truck without risk of spoilage (2) The 
demand for milk itself is much less elastic tiian the demand 
for fuel oil at most pomts of destination, many other sources 
of heat are reasonably good substitutes for fuel oil, but there 
are no really close substitutes for milk (Canned mdk is the 
closest substitute for fluid mdk but most people prefer the 
fluid ) (3) Fluid milk sells at 12 cents to 17 cents per quart 

(equal to 48 cents to 68 cents per gallon) retail m most large 
cities, while fuel oil retails at about 7 cents or 8 cents per gal- 
lon Thus a freight cost of 12 cents per gallon would can- 
stitute only one-fourth of the dehvered price of milk, while 
a freight cost of even 10 cents per gallon on fuel oil would 
more than double its delivered price m most cities (4) 
Dairy herds are decreased very slowly m response to declmmg 
farm prices of milk Milk will spoil if not sold withm a day 
or two, and if not sold as fluid, must be sold to the creamery 
or evaporatmg plant at much lower prices Fuel oil, however, 
may be shipped abroad easily if domestic freight rates are too 
high Thus, the elasticity of the domestic supply of fluid milk 
bemg much less than that of fuel od, the farmer may be much 

®It IS true that milk must be shipped m glass-lined tanks, but both oil and milk 
shippers often furnish their own tank cars, thus making this cost to the railroad the 
same for both While milk must be carried as fast freight and oil may be earned 
as slow freight, nevertheless, the fact that about the same amount of milk is shipped 
e\ery day allows the railroad to adjust its working force very closely to the volume 
of traffic m milk The shipments of oil, being mtermittcnt, may happen to come just 
at the time when the road is busy with a large volume of other traffic Thus, the 
actual carrying costs to the railroad may not be materially diffierent as between milk 
and oil 
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more easily forced to bear a large share of the freight cost than 
the oil refinery 

The railroad man would say that “the traffic in milk will 
bear a higher freight rate than will that in fuel oil ” We say 
that the elasticity of demand for milk transportation is less 
than the elasticity of demand for oil transportation, therefore, 
freight rates which result m a volume of traffic that makes 
marginal revenue and margmal cost equal will be higher m 
the case of milk than in the case of fuel oil The reader who 
is familiar with other commodities may find it interestmg to 
analyze m a similar way the possibilities of freight rate dis- 
crimination between them 

Local discrimination m freight rates consists in charging, on 
different hauls, freight rates on the same commodities which 
are not proportional to the difference in cost in carrymg the 
goods We should note immediately that a rate which is 
lower per ton mile on a long haul than on a short haul is not 
necessarily discrimmatory ^ We may regard it as clear evi- 
dence of discrimination, however, when we see a higher total 
freight charge for the same commodity for a short haul than 
for a long haul, or when two different hauls of different length 


tram crew can orly be hired for a certain minimum length of working clay 
Costs of loadmg and unloading will be the same regardless of the length /if the 
haul On steam locomotives, the amount of coal lost in building up steam pres- 
sure and allowing it to die down will be about the same for one mile as for one 
hundred miles None of these are fixed costs, since they would not be incuired at 
all if the tram were not run It may be seen, however, that these elements of average 
variable cost will be very high for the first mile and then ivill decline rapidly per ton 
mile, as the length of the haul is increased, until a certain mmimum cost point is 
reached In terms of marginal cost, all the cost elements mentioned above will be 
m the margmal cost of the first mile The marginal cost of the second, and imme- 
diately subsequent, miles will consist only of the coal necessary to haul the tram 
one more mile and the infinitesimal additional wear and tear At intervals of 
every 200 miles or so the railroad usually finds it advisable to change engmes and 
tram crews If followed rigidly, this practice would introduce a consideiable amount 
of “lumpmess” into the cost schedule However, where a particular haul is only 
slightly m excess of the standard distance, the same engine will be kept on the tram 
and the crew paid overtime wages Thus, while margmal cost will rise somewhat 
for the added mileage, it will not rise as much as if engine and crew were changed 
for an additional distance of only ten or twenty miles 
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are carried for the same freight charge The prmcipal and 
perhaps the only occasion for local discrimmation in freight 
rates consists in the existence of the other possible means of 
transportation and in the rates charged by other carriers for 
service between the same local points 

Competition between a railroad and some other form of 
transport (a waterway, for example) is in the nature of mo- 
nopolistic competition The two services are not perfect sub- 
stitutes for each other A waterway may be slower and may 
offer more difficulties m loadmg and discharging cargo Be- 
tween any two points where water competition exists, rail 
freight rates wdl not be equal to water freight rates for all 
classes of traffic but rathei will be based on the value of the 
difference in service which it is estimated exists m the minds 
of the shippers On many classes of traffic, the railroad may 
not find It advisable to put rates low enough to attract ship- 
ments from those who are completely mdifferent to the dif- 
ference m service On the other classes of traffic, the volume 
to be gamed by a low rate may be such that the most profitable 
rail rate is as low as, or perhaps even lower than, the water 
rate 

The unregulated competition of two railroads operatmg 
between the same two cities approaches the nature of pure 
duopoly, smce the services of both are nearly perfect sub- 
stitutes for each other It is seldom, however, that competition 
exists between two railroads for busmess from all the towns 
along the lines of either road More usually the roads are so 
constructed that competition exists between them as to im- 
portant terminal cities but so that at mtervening pomts each 
road traverses a different route through different towns In 
such a case, the rates will discriminate against the towns where 
no competition exists Two roads may be competitive between 
New York and Buffalo, or between New York and Chicago, 
with little competition at many mtervenmg pomts Under 
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these circumstances, in the period before railroad regulation it 
was not at all uncommon to find lower total freight charges 
(not merely lower ton mile rates) between New York and 
Chicago than were charged for less than half the distance on 
each Ime between points where no competition existed 
Smce a railroad can gam by carrying any load for any rate 
above variable costs rather than to lose that particular bit of 
traffic, competition between railroads tends very readily to be- 
come “cutthroat” in character Before rates were regulated, 
competition among the several roads on through freight be- 
tween Chicago and New York was often of this character 
A classic example is recorded m which the rate on live cattle 
from Chicago to New York was driven down to $1 00 per 
carload Thereupon Jay Gould, of the Erie Railroad, pro- 
ceeded to make money by gomg mto the cattle business and 
buymg cattle and shippmg them over his rivals’ Imes at the 
low freight rate (The profit m this would last only until 
the New York price of cattle dropped, or the Chicago price 
rose, to the level indicated by the low freight rate ) 

Rate “wars” of this sort will not endure for long Either 
the roads come to an agreement to divide the traffic between 
them at some rate which is more profitable to both, or else the 
road with the stronger financial backmg may force the weaker 
road to sell out In any event the result is a return to higher 
monopolistic rates There are some temporary advantages to 
be reaped by certain localities durmg these rate wars but there 
are also long-run ill effects to offset them at least m part 
Excepuonally low freight rates may cause heavy concentration 
of industry m the favored locality After the rate war is over 
and rates are raised agam, many firms may find that they can 
no longer compete with firms in other cities more advan- 
tageously situated under the new rate schedules Either a 
costly movmg process results or many of the firms are forced 
out of business The community also may then suffer a heavy 
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burden m caring for the unemployed workers who had pre- 
viously been attracted to it 

Another peculiarity may be noted in connection with local 
discrimination The actual cost of high freight rates will tend 
to be borne more by either the shippmg or the receivmg com- 
munity, dependmg upon the competitive means of transporta- 
tion m each place Thus, if an isolated farm community is 
served by only one railroad (and no good highways or other 
means of transport), the farmers who ship mto a large city 
which IS entered by other railroads will have to bear the full 
burden of highly discrimmating freight rates People m the 
city will pay no more for the farm produce from this com- 
munity than they have to pay for similar goods from other 
regions enjoymg lower freight rates Contrariwise, on m- 
bound freight the community served by only one means of 
transportation will have to bear most of the cost of high freight 
rates Unless the difference m freight rates is paid by the 
buyer, sellers will not ship into this community when they can 
send their goods to other markets for less Under discriminat- 
ing rates, the community which has no competition in trans- 
portation IS thus penalized m two ways It must accept low 
prices (after freight is deducted) for the goods it sells and it 
must pay high prices for the goods it buys 

Personal discrimination consists m chargmg different rates 
to dififerent shippers for the same commodities between the 
same local points. So long as personal discrimmation is prac- 
ticed with the sole motive of obtammg the greatest profit for 
the railroad, it is no more and no less reprehensible than com- 
modity or local discrimination Personal discrimination, how- 
ever, IS often practiced for other motives The officers of a 
railroad may be large stockholders m a particular corporation 
(often a coal company m the past) and so may grant lower 
rates to this company so it may improve its competitive posi- 
tion Bribery may be practiced by a particular shipper to se- 
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cure rates favorable to himself Many motives, other than 
profit to the railroad, might be listed as the occasion for per- 
sonal discrimmation Where this kmd of personal discrimma- 
tion IS practiced it will not appeal openly m the published rate 
schedule In the past the favorite method was the granting of 
secret rebates to favored shippers A more subtle method is 
to base the discrimination upon what is apparently a commod- 
ity or local basis Thus if the favored shipper’s commodity 
differs in any way from that of his competitor’s, a lower freight 
rate may be placed on his particular type of commodity If ' 
he happens to be the only manufacturer m a particular town, 
then freight rates may be set lower on that commodity fiom 
that town than it is from the competitive towns 

Passenger Fare DtscnmtnaUon 

The prmciples mvolved m passenger fare discrimmation are 
quite similar to those mvolved m freight rate discrimination 
Considerably greater difficulty is found, however, m dividing 
passengers into groups which will correspond to the different 
elasticities of demand for transportation 

Passenger fare discrimination is achieved by offering types 
of service which are somewhat different and then depending 
on the customers to group themselves On European rail- 
roads the fear which many people have that they will be con- 
sidered declassS if they are seen travelmg second class, enables 
the railroads to charge a great deal more for first-class accom- 
modations than the difference m cost between rendering first- 
and second-class service The premium which another group 
places upon cushioned seats and somewhat more comfortable 
surroundings likewise enables the roads to charge a difference 
greater than the difference m cost for second-class coaches over 
third class 

In the United States the discrimmation occurs between coach 
and Pullman fares and between regular and excess-fare trams. 
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Another form of it is found m the low rates charged on so- 
called excursion specials It will be noticed that these trams 
are usually run at rather inconvenient hours and quite often 
require the passengers to sit up overnight on a day coach 
This IS done to discourage commercial travelers, and others who 
would normally be makmg the trip without special mduce- 
ment, from taking advantage of the low fares on the excur- 
sion Another form of discrimination is the difference charged 
for upper and lower berths on Pullmans We may note that 
this difference does not take advantage of the full possibilities 
of the situation, since trams regularly leave the stations with 
all lowers filled but with perhaps only half of the uppei berths 
occupied Whether it would be advisable to drop the price of 
upper berths (to divert passengers from the coaches) or to 
raise the price of the lowers (to obtain more revenue from 
those who would pay the higher price and to mduce the others 
to use upper berths) is a matter that could be determmed only 
by experiment 

A very important form of passenger fare discrimination 
exists m the sale of low-priced weekly or monthly “commuta- 
tion tickets” between suburban pomts and large cities The 
elasticity of demand for this class of service is probably greater 
than for any other kmd of passenger busmess Low commu- 
ters’ rates are an important element m mducing people to live 
m the suburbs and to ride the trams rather than to drive their 
own cars 


Public Policy on Rale Discrimination 

In popular speech the term discrimination is practically 
synonomous with unfairness, and the chargmg of different 
rates to different customers is often condemned without fur- 
ther reflection We cannot dismiss the question so easily m 
the case of the railroads, however We must raise questions 
both as to what really does constitute a standard of “fairness” 
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and as to what alternative methods of railroad rate making 
are practically expedient 

Perfect competition would result m the entire absence of 
discrimination, and freight rates would differ only by the 
actual difference in costs Under perfect competition a ton of 
diamonds (if no armed guards were required) would pay the 
same freight rate as a ton of coal Even under perfect com- 
petition, if the volume of tiaffic is greater in one direction than 
m the opposite direction, the “return loads” will bear a lower 
freight rate The variable costs m this particular case would 
be only the difference m cost between hauling loaded and 
ernpty freight cars Perfect competition, however, is an im- 
possibility m the field of transportation In the case of the 
railroads themselves we are confronted with monopoly, duop- 
oly, or at most oligopoly, there are very few points in the 
country between which even four or five railroads compete 
Between a railroad and other forms of transportation the situ- 
ation IS one of monopolistic competition In unregulated rate 
making, therefore, the practical comparison is not between 
perfect competition and discrimination, but rather between a 
simple monopoly price and a discrimmatmg monopoly price 

As a matter of pure theory, it may interest die reader to 
know that Professor A C Pigou,® one of the most socially 
minded economists, believes that tmder certain circumstances 
perfect discrimmation may be a fairer method of pri cin g than 
perfect competition He points out that perfect discrimina- 
tion charges each buyer exactly the full amount that the prod- 
uct IS worth to him individually Thus prices are charged in 
accord with the “ability to pay” rather than imposing a smgle 
price on all, regardless of difference in income or in desire 
for the product 

In the case of the railroads, however, we return to the com- 

®Pigou, A C,Economtcs of Welfare, p 286 ff, The Macmillan Co, New York, 
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panson of simple monopoly price with discrimmatmg charges ^ 
There are some cases m which a railroad might not be built 
at all if It were not for the possibility of charging discriminat- 
ing rates Consider, for example, an isolated pomt in northern 
Canada which is capable of producmg both gold and lumber 
By chargmg a high rate on gold ore and mining machinery 
and a low rate on lumber there may be sufficient revenue to 
warrant buildmg a railroad, but if the road were forced to 
charge the same rate on all freight, the revenue might not be 
large enough to induce its construction In cases like this, 
discnmmation must be credited with a net gain for the com- 
munity In view of the fact that goods contmue to be shipped 
by rail, the services of the railroad presumably are worth at 
least the amount of the rates charged both to those who pay 
the high rates and to those who pay the low rates The build- 
ing of the railroad thus represents a gain for them 
In circumstances where some transportation service would 
be provided even if discnmmation were not allowed, the 
comparison becomes more difficult If discrimmatmg prices 
are higher than simple monopoly price for one group and lower 
than simple monopoly price for another, we must balance the 
losses to those who are charged the higher price agamst the 
gams to those who are charged the lower price On this 
pomt Joan Robmson says “For mstance, members of the 
more elastic market (for whom price is reduced) may be 
poorer than members of the less elastic markets, and we may 
consider a gam to poorer buyers more important than a loss 
to richer buyers ” She says this, however, because she is 
thmkmg of discrimination as practiced directly m pricmg 
consumers’ goods In the field of transportation, the least 
elastic demand may happen to come from a poor farming 
community which is served by no other means of transport. 


9 Cf Robinson, Joan, Economics of Impeifect Competition, Ch 16 
-^^Ibid^p 204 
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and the most elastic demand may be that of a wealthy indus- 
trial city which is served by many railroads and other trans- 
port agencies 

If marginal costs are falling and if volume of trafiSc would 
be mcreased by discrunmation, then there are some situations 
in which discriminating monopoly price would be lower than 
simple monopoly price in the less elastic as well as in the more 
elastic classes of traffic If these circumstances prevail, then 
all shippers will benefit under discriminatmg freight rates as 
agamst simple monopoly rates 

Wasteful Use of Resources and the Need for Regulation 

So far our discussion would mdicate that unregulated late 
discrimination is preferable to unregulated monopoly price in 
railroad rate making There are certain aspects of unregu- 
lated discrunmation, however, which are distmctly harmful 
to the public interest Most important is the waste of the re- 
sources of production which is involved This waste occurs m 
two ways (1) through needless duplication of transportation 
facilities, (2) through poor economic organization of other 
productive activities that depend on transportation Where 
there is a large volume of traffic that is being charged high 
rates under discrimination, there will be an attractive oppor- 
tunity for competition to enter the field The existing rail- 
road may be physically capable of handlmg even the full vol- 
ume of traffic that would be available at lower rates, and might 
very likely be able to do this at much lower cost than if the 
traffic were divided with another road In such a case, the 
duplication of facilities by a second railroad would be a sheer 
economic waste To prevent this type of waste, it is now 
provided by state and Federal laws that a new transportation 
fine must secure a “certificate of convenience and necessity” 
from an appropriate commission before it may start to operate 

Perhaps even more important than needless duplication is 
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our second class of waste the improper organization of na- 
tional resources that results from distorted rate structures 
This IS caused both by commodity and by local discrimmation, 
but the latter factor is probably the more important Regions 
which are “favored” by low freight rates will tend to carry 
production far beyond the point of mcreasmg costs Other 
regions which may be equally, or even better, equipped by 
nature for the production of the same commodities may find 
that lower production costs are not sufficient to offset high 
discrimmatory freight rates, with the result that they either 
do not produce at all or produce only for a local market In 
domestic trade, discrimmatmg freight rates may prove as ef- 
fective a barrier to realizing the advantages of specialization 
and division of labor as are high tariffs m international trade 

Personal discrimmation is generally condemned as leading 
to the development of a monopoly by the favored shipper 
The question then turns to whether monopoly or competition 
IS more to be desired in the shipper’s mdustry But even in an 
industry where monopoly is best suited to public policy, we 
shall perhaps be better served if the firm that achieves monop- 
oly by forcing others out of business does so by the means of 
lower production costs rather than by freight rate favoritism 

Rate Regulation 

The unfairness, both real and imagined, of railroad rates 
charged durmg the era of cutthroat competition and monopo- 
listic discrimmation soon led to demands for rate regulation 
The period from 1869 to 1887 was marked by the mtroduction 
of laws attemptmg to deal with this problem m many of the 
state legislatures An attack on the high and discrimmatory 
rates on grams, livestock, and other farm produce constituted 
one of the chief elements m the Granger Movement in the 
Midwestern states 
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State legislation and the establishment o£ railroad commis- 
sions by the state to regulate rates could apply to rates within 
the state only At best the scope of this regulation was sharply 
limited and at its worst it complicated the problem Many 
state commissions were not above setting discnmmating rates 
themselves which would operate to favor mdustries withm the 
state as agamst those outside the state 

The Interstate Commerce Commission was established by 
an Act of Congress m 1887 in an attempt to secure better 
practices m the setting of interstate rates At first there was 
considerable conflict between the Interstate Commerce Com- 
mission and the various state regulatory bodies and a series of 
adverse court decisions virtually emasculated its power Later 
court decisions and new legislation have clarified and extended 
the powers of the Commission until it now has jurisdiction 
over all interstate rates and may also order the changmg of 
rates withm a state where it can be shown that these rates have 
an effect upon mterstate commerce At its inception the 
power of the Commission was confined to detectmg and 
prosecuting cases of rate discrimination as defined in the 
origmal act, and even in this duty it was hampered by defects 
m the way m which the law was drawn Gradually the power 
of the commission has been extended until it now has power 
to determme both maximum and minimum rates in all cases 
affectmg mterstate commerce 

In settmg rates, the Commission is required by law to allow 
the railroads a rate of return of 5% per cent upon the “value” 
of their property The problem of determinmg the fair value 
of this property, as m the case of other utilities whose rates are 
regulated, has proved extremely difficult of solution 

After a long period spent in the correction of the more ob- 


See Ch XXHI 
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vious abuses in railroad rate structures, the Commission is at 
present faced with the problem, not of preventing the railroads 
from earnmg too much, but of enablmg them to earn enough 
income to survive In domg this the Commission is itself 
forced to adopt, at least m part, the policy of “chargmg what 
the traffic will bear” (margmal revenue prmciple) and we 
find discrimination between different classes of traffic on that 
basis Considerable attempt has been made to avoid discrimi- 
nation between localities, although rates are by no means uni- 
form throughout the country, particularly where waterways 
are competitive with railroad Imes The Commission can and 
does prevent the competitive undercutting of rates by different 
railroads Probably no rate structure can ever be devised that 
will be entirely satisfactory either to the railroads or to all 
shippers and passengers The best that can be hoped for is 
the attamment of the most effective compromise among the 
conflicting mterests 

In allowmg the railroads to earn “a fair rate of return,” the 
Commission, m settmg rates, is really takmg over one of the 
functions of management However, we must not regard all 
of the disputes about rates between the Commission and the 
railroads as differences of opmion as to what constitutes good 
management. The recent passenger fare controversy is a 
good case in pomt It is well known that the elasticity of de- 
mand for transportation may be different m different phases 
of the busmess cycle, thus causmg higher or lower rates to yield 
the greater revenue accordmg to circumstances When the 
Commission proposed to drop the basic passenger fare from 3 6 
cents to 2 cents per mile, the opposition of the Eastern railroads 
was probably motivated more by the fear that rates would not 
be revised upward when occasion warranted than by the im- 
mediate prospects of revenue at the 2-cent rate After a trial 
of the 2-cent rate the Commission raised the rate to 2% cents 



322 


PROBLEMS OF TRANSPORTATION 


Shortly after this, some of the roads voluntarily petitioned for 
a reduction to 214 cents, probably feeling that experience 
showed rates could be revised upward and that the immediate 
promise of revenue was better at the lower rate 

Present Problems of the Railroads 

Aside from rate structures, there are many difficulties which 
account for the unhappy situation in which most railroads 
find themselves today These may be reviewed briefly 
Many railroads are much overcapitalized They are bur- 
dened with bond issues so great that it is impossible for them 
to earn interest upon them even with considerable increases 
in their present volume of traffic, and a great number of these 
roads are so situated that an increase in rates would reduce 
rather than mcrease their total revenue The only permanent 
solution to this problem is bankruptcy, which will wipe out 
these bond issues based on fictitious valuations There has 
been a reluctance to face the fact and accept this solution in the 
past because of the large amount of the securities of these 
roads which were held by banks and msurance companies, the 
evil day has been postponed by one breathmg spell after an- 
other m the hope that some bit of luck would change the situ- 
ation 

By means of laws and trade union rules the railroads have 
been largely prevented from effecting economies in the use of 
labor Many of these restrictions were originally promulgated 
m the name of safety but they have not been sufficiently flex- 
ible to allow the roads to take full advantage of changes in 
motive power and methods of operation 
There is much needless duphcation of rail facilities between 
diflerent points If this traffic were confined to a fewer num- 
ber of roads running at or near capacity, many operating 
economies could be achieved For this reason the railroads 
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have been requested to submit plans to the Interstate Com- 
merce Commission for approval whereby the existmg roads 
will be merged to form “systems ” At least one serious ob- 
stacle to this plan presents itself If the stronger roads, m ab- 
sorbmg the weaker ones, are compelled to assume the present 
burden of fixed charges borne by these roads, this would m 
many cases more than overbalance the economies to be 
achieved by consolidation To date the Commission and the 
railroads have failed to agree on the plans for any important 
systems It would seem plausible that the ultimate goal 
should be the consolidation of all railroads into perhaps four 
or five systems, one for each region, smce we have seen that 
competition here does not achieve the benefits that it brings m 
some other mdustries The problem of regulation would 
be no more difficult than it is at present, and probably would 
be simpler 

Many roads are m possession of some branch and spur 
trackage which is being operated at a definite loss and should 
be abandoned Whenever such a move is proposed by the 
roads, the community affected usually protests loudly to the 
Commission It would seem that no community is entitled to 
demand railroad service which it is unable to support by a 
reasonable volume of traffic 

Competition by trucks, busses, and airplanes has cut seriously 
into railroad traffic volume in recent years Insofar as these 
means of transportation are bemg subsidized through not 
being compelled to pay their fair share of the costs of roads, 
airports and air beacons, die railroads may have a legitimate 
ground for complaint It would seem to be an advisable policy 
for the long run to confine new subsidies for these other forms 
of transportation to fields where they can contmue to give 
better and cheaper service, after subsidies are withdrawn, than 
the railroads now provide 
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'Public Ownership of the Railroads 

Many people have argued for and against government own- 
ership and operation of the lailroads The debate usually 
centers around the question of government versus private 
eflEciency m operation Well-managed government projects 
and poorly managed private enterprises are offered as evidence 
by one side and well-managed private business and poorly 
managed government activities are offered as evidence by the 
other An objective answer to this question is almost im- 
possible 

It might be more to the pomt to assume, for the purposes 
of the argument, that governmental and private efficiency are 
equal, and then to ask to what extent government ownership 
and operation of the railroads would solve the problems out- 
lined above In the first place, government ownership, m and 
of itself, would not solve the problem of overcapitalization 
If the government were to take over the roads and assume all 
existmg financial obligations at face value, it would be in 
exactly the same position as the present owners, and losses 
would have to be paid out of taxes and die bonds redeemed 
from the same source Under no circumstances should the 
government pay more than the current market value of the 
outstanding securities Purchase at such a price would be 
equivalent to bankruptcy proceedings, which could achieve the 
same results and leave the roads in private hands It might be 
argued that the government would not overcapitalize m the 
future, whereas after reorganization private owners might be 
tempted to do so, however, the Securities and Exchange Com- 
mission now provides a means of preventmg this 

If we are to judge from the present trends of labor legisla- 
tion, the government would probably be in no better position 
to economize in the use of labor than are the private owners 
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at present In fact it is likely that the government would be 
even more hampered m such economies 

The government could ehmmate duphcatmg rail facilities 
but this would be perhaps no more effective than a smgle all- 
inclusive railroad system in private hands If it is stipulated 
that no employees are to be laid off, either the government or 
a private owner would be equally restricted in the economies 
to be achieved from such a reorganization As far as the 
elimination of nonpaying branch lines is concerned, there 
might be even more political pressure to prevent this than 
there is at present, when the decision lies with the Interstate 
Commerce Commission 

Competition with trucks, busses, and airplanes would be the 
same under government ownership of railroads as under 
private ownership Any restrictions which might be placed 
on this competition could be enacted as well under one system 
as the other A plan might be advanced under which the 
government would own these other means of transportation as 
well and would then apportion service and traffic on the basis 
of general transportation efficiency Under such a plan gov- 
ernment ownership of a transportation system of such mag- 
nitude might be better than private ownership because motor 
car manufacturers, airplane manufacturers, and the makers of 
railroad equipment would each be tremendously mterested in 
having the system use as great an amount of his type of equip- 
ment as possible, to the exclusion of the others If the owners 
of such a private system were financially involved m any of 
these manufacturing companies, such companies might be un- 
fairly favored How much political favoritism of the same 
type there would be is, of course, problematical 

In the determination of rate structures (except for rates 
withm the states which do not affect mterstate commerce), 
the government has nearly as much authority at present under 
the Commerce Commission as it would have if it owned the 
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roads I£ the rates are to be prevented from becoming purely 
political m character under government ownership, they must 
be under the jurisdiction of some body which is at least as free 
from politics as the Interstate Commerce Commission 
After an examination of all these questions, the relative ef- 
ficiency of government and private business is still to be deter- 
mined. The issue, after all, will probably be decided on the 
basis of political philosophy rather than by economic theory 



CHAPTER XVIII 


General B^quthhrtum Theory Under 
Perfect Competition 

^ I ■'HE concept of general equilibrium varies among differ- 
ent economists One concept mamtains that general equi- 
librium IS the static state, a condition in which all prices are 
long-run equilibrium prices, each person is spendmg his mcome 
in the manner which yields him the greatest satisfaction, each 
firm and each industry is m a state of equilibrium with respect 
both to prices and output, and the supply and demand for fac- 
tors of production are equated at equilibrium prices In short, 
general equilib rium is a condit ion in which there is no eco- 
nomic motive for c hange Changes may occur, however, due 
to changes m crop yields or other natural causes The holders 
of this view do not believe tliat the static state ever exists How- 
ever, they do view the general movements of the economic 
system as a series of attempts to attain such an equilibrium 
condition, or as movements from one static state to another, 
which IS never quite attamed because new disturbances to 
equilibrium occur before full adjustment is ever achieved, or 
because of economic “friction,” which permanently delays the 
adjustment until a new state of equilibrium is required by new 
circumstances 

The circular jiow, Professor Schumpeter’s creation,’^ is con- 


1 See Ch XXXV on ‘ Business Cycles also The Theory of Economte Detelopmenit 
Harvard University Pr^ss, 1934 
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ceived of as a sort of constantly moving equilibrium m wbich 
people can take past experience as a guide for future conduct, 
and rules of thumb apply The only economic factor which 
could disturb this situation is “innovation ” Professor Schum- 
peter allows for quantitative changes withm the circular flow, 
but they must be withm the range where the old rules of 
economic conduct hold 

Frank H Knight would agree partly with Professor 
Schumpeter Knight’s idea of a state of general equilibrium 
IS that of a situation m which all forecastmg is perfect, so 
that mstantaneous adjustment could place the system in equi- 
librium with anticipated conditions which would actually be 
fulfilled 

These statements do not represent fully the difierent theories 
,of general equilibrium prevailmg, rather they are brief descrip- 
tions of “imaginary states” under which the various theories 
of general equilibrium might operate perfectly 

Professor Wicksell also assumes that competition is both pure 
and perfect and that output is produced under conditions of 
constant cost ® In order that there will be no residual mcome 
(profits) to be accounted for, he makes the additional assump- 
tion that any one of the factors of production, or rather the 
owner of the factor — ^the landlord, the laborer, or the capitalist 
— may also act as manager of the busmess and hire the other 
factors Then in order for the firm and for the mdustry to 
be m equilibrium, average total unit cost must be at a minimum , 
and at this minimum the cost must equal the sellmg price 

The Troduction T unction 

Wicksell then stated his condition of equilibrium as a 
mathematical equation which we can simplify by statmg it m 
words: 

2 Constant cost is achieved by adding to or subtracting from the industry firms 
operatmg at minimum cost, which is uniform for all firms 
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Total receipts froml . J Total cost 

sale of the product j i of production 


Total cost of 
production 


j” Quantity of factor A times the price of A, plus 
is equal to I quantity of factor B times the price of B, plus 
[ quantity of factor C times the price of C 


and so on for as many factors as are employed in makmg the 
product It also follows from the condition of minimum cost 
and uniform cost that any increase m the use of all the factors 
combined will result in the same proportionate mcrease in the 
product Equilibrium among mdustries will be fulfilled by the 
condition that all total receipts of all products must be propor- 
tional to the amounts of the factors used ® 

Most people who explain a general equilibrium theory start 
with the idea that consumers’ choices determine relative prices 
and quantities of goods sold A careful exammation of the 
above propositions or of actual conditions will convmce the 
reader tliat every price is related to every other price m the 
whole economic system either directly or indirectly Thus we 
are actmg under a system of mutually mterrelated prices We 
might just as well say that prices depended upon consumers’ 
income, which in turn was derived from the prices and quanti- 
ties of the factors of production 
We have made a fairly detailed study of partial or temporary 
equilibrium of the prices of commodities It may help us to 
repeat m somewhat simpler language the conditions which 
tend to regulate the prices of the factors of production 
In one sense there is no need for making a special problem 
of these prices They are all determmed by supply and demand 
in the same way as the prices of commodities However, there 
are certam peculiarities m both the supply of, and demand for, 
the factors of production which are different from the supply 
and demand for commodities, which merit the treatment of 


3 Mathematically, we may say that we have a set of simultaneous equations, one 
for each industry 
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the prices of the factors of production as special price problems 

In the first place, the demand for the factors of production 
IS a denved demand The owners of a business are not or- 
dinarily hirmg laborers to satisfy their own personal wants 
What they are domg is hiring laborers to make goods which 
will satisfy some want of the public The demand for labor 
IS thus derived from the demand for goods If the public’s 
demand for a certam type of gdods increases, then the demand 
for labor by the firm which makes those goods will mcrease 
The same thing is true of the services of management, whether 
performed by a hired manager or by the owner of a firm 
The public does not demand the services of the manager di- 
rectly What It demands is the product which the manager’s 
services help to produce 

Another problem that is common to any price analysis will 
occupy our attention more here than m the previous chapters 
This is the problem of mutual mterdependence of prices and, 
in this case, the mutual interdependence of the prices of the 
various factors of production We cannot consider the price 
of any one factor as being uniquely determined, independent 
of the other factors This does not mean that the price of 
any factor is mdeterminate or that the problem is msoluble 
What it does mean is that our problem is not that of a simple 
single cause-and-effect relation, but rather one of a resultant 
of forces 

Conditions of ’Equilibrium of Prices of the Factors of 
Production 

We may best approach this problem by first attemptmg to 
discover the necessary conditions under which the prices of 
the various factors of production will be in equilibrium To 
simplify the problem, we shall start by makmg certain assump- 
tions which will seldom be fulfilled by the conditions of the 
actual economic world When we have discovered the prin- 
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ciples involved, we will remove these assumptions one by one 
(in this and the following chapters) in order to explain what 
goes on m the actual world when these assumptions are not 
fulfilled 

We shall assume that the tastes for the various com- 
modities which the public buys are known and will not change, 
''(2) that there are no new mventions and no improvements 
m the knowledge of methods of production (this assumption 
implies that the only changes m productive technique which 
take place will be changes m the amount of the factors of 
production used or in the proportion m which they are used) , 
^”3) that the units of each factor of production will be homo- 
geneous, so that there is no difference in productive ability 
between different units of the same factor, *1^4) that there is 
perfect competition both on the supply and on the demand 
side of tire markets for the factors of production ,-^5) that 
tliere is perfect mobility of all factors of production 
Under these assumptions, the first condition of equilibrium 
would be that all units of a factor would have to be paid the 
same price Thus, if some laborers offered to work -for less 
than others, any employer could gam by dischargmg the higher- 
priced laborers and hiring the cheaper ones, and the labor 
market would not be m equilibrium Similarly, if he could 
borrow money capital at a lower rate of mterest than he is 
now paying, he could gam by borrowing to pay off the old 
loans, and the capital market would not be m equilibrium 
The second condition of equilibrium is that the prices of 
the various factors of production must be in proportion to 
their margmal products The matgmal product of a factor 
of production may be defined as the net amount added to total 
revenue by the last unit of the factor employed^ For ex- 
ample, if a firm hires one more worker and his employment 


“^Note that this marginal revenue product will be different, depending on whether 
the firm is operating under conditions of pure or monopolistic competition 
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results m an addition to the daily output of the firm of five 
units of the product, and the sale of these units adds |5 00 to 
total revenue, daen the marginal product of labor is |5 00 
The statement of the second condition of equilibrium then 
becomes 

Marginal Product of Factor A 
Price of A 

must equal 

Marginal Product of B 
Price of B 

must equal 

Marginal Product of C 
Price of C 

and so on, for as many factors as there are If it should so 
happen that these ratios are not equal, for example, if 

Margin'll Product of A 
Price of A 

IS greater than 

Marginal Product of B 
Price of B 

then It will pay the firm to use more of factor A and less of 
factor B, and this will not be a state of equilibrium A nu- 
merical example may help to illustrate this principle Sup- 
pose that the wages of a certain kind of labor are |10 00 per 
day, and that the margmal product of this kmd of labor is 
$30 00 per day At the same time, suppose that the machme 
cost of a certam type of machme is $2000 per day and that 
the margmal product of the machme is $40 00 per day. Our 
ratios would then stand 

Labor Machines 

Marginal Pr oduct $30 00 ^ Margmal Product $40 00 

Price $10 00 Price $20 DO 
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Under these circumstances, each dollar spent for labor adds 
$3 00 to total revenue, whereas each dollar spent for machines 
adds only $2 00 (the margmal product of labor is in the ratio 
of 3 1 to Its price, the margmal product of machines is m the 
ratio of 2 1 to its price) It would pay us more to add labor 
rather than to add machines If the price does not change, 
we would add more labor alone until the marginal product 
was driven down to $2000 The equation would then be 

Labor Machines 

Marginal Produ ct $20 00 Marginal Product $40 00 

Price $10 00 “ Price $20 00 

which satisfies the second condition of equilibrium All of 
this IS merely another way of saymg that a necessary condi- 
tion of equilibrium is that the firm must be usmg t he least 
cost combination of factois of production If, at any time, 
lEe conditions are such that a firm could gam by employing 
more labor and less capital,' or more capital and less labor, 
such a firm is not m equilibrium m respect to its demand for 
the factors of production This second condition is also known 
as “the prmciple of substitution ” 10 
The third condition of equilibrium is an extension of the 
second In equilibrium, the prices of each of the factors of pro - 
duction must be equal to tlieir m arg inal products If the sec- 
ond condition were fulfilled but not the third (for example, if 
the prices of all the factors are proportional to then margmal 
products, but the margmal productivity of each factor is greater 
than Its price), then it will pay the firm to vary the amount 
of all the factors employed If the margmal product of each 
factor IS greater than its price (as is the case in the numerical 
equation above), then the addition to total revenue would be 


5 Note that money capital is a homogeneous factor, while capital goods are not 
homogeneous as a class but are only homogeneous within various subgroups (for 
example, particular kinds of machines or tools) The implication of this will be 
considered in Ch XXIII on “Interest ” 
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greater than the addition to total cost if more of each factor 
were employed Conversely, if the maigmal product of each 
factor is less than its price, then the subtraction from total 
revenue would be less than the subtraction from total cost if 
less of each factor were employed This third condition is 
merely another way of saying that the output of the firm must 
be in equilibrium, that is, that the firm is already so adjusted 
that It could not profit by expandmg or contracting its output 
by employing more or less of all factors of production Thus, 
the second condition refers to the proportion in which the 
factors are used, the third condition refers to the amount of all 
of them which is used 

I^The fourth condition of equilibrium is that all of the units 
of each factor of production whose supply price is equal to or 
lower than the prevailing market price of the factor must be 
employed^ Thus, if there are unemployed workmen who de- 
sire work and are unable to find it, they may ofier their serv- 
ices to the employers at less than the prevailing rate of wages 
The employers will then have a motive either to discharge 
their present workmg force and hire the workers who will 
work for less or to msist that the present force work for lower 
wages In either event, the previously prevailing rate of wages 
will not have been an equilibrium rate Similarly, if loanable 
funds are unemployed, the owners — rather than receive no 
mterest at all — ^will loan them at a lower rate of interest, thus 
forcmg down the previously prevailing interest rate Tome 
people may prefer to spend their money on consumers’ goods 
rather than loan their funds at the lower rate of interest, this 
will remove some of the supply of loanable funds from the 
market 


Process by Which Equilibrium Is Attained 

We are now equipped with a knowledge of the four con- 
ditions of equilibrium for the prices of the factors of produc- 
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tion under the five assumptions we have made A little fur- 
ther analysis will show us that we are also equipped with a 
knowledge of the process by which diis equilibrium is reached 

The first condition — ^uniform price for all units of a factor — 
will tend to be fulfilled by the action of competition Com- 
petition among workers will tend to depress wages, and com- 
petition among employers to obtain workers will tend to force 
wages up, until a true market price is established at which de- 
mand and supply will be equal Similarly, competition among 
lenders on the one side and borrowers on the other side will 
establish a single market rate of mterest The same holds true 
for all other factors of production 

Elasticity of Substitution 

The second condition — ^factor prices proportional to mar- 
ginal products — ^will tend to be fulfilled by the process of sub- 
stituting one factor for another whenever their prices happen 
to be disproportional to their marginal products Whenever 
labor IS cheaper than capital in proportion to the efficiency of 
each in production, it will pay employers to use more labor 
and less capital, and they will tend to adopt productive methods 
that will take advantage of this situation Thus, if the rate 
of wages IS very low and the rate of interest is extremely high, 
contractors for excavating work will tend to use laborers with 
picks and shovels for all possible jobs, whereas, if wages are 
high and interest rates low, there will be a great many jobs on 
which the lowest cost can be achieved by using ditch-digging 
machines and steam shovels, with fewer laborers 

Note that the fulfillment of the second condition can be at- 
tained either by a change in the prices of the factors or by a 
change m their margmal productivity, or by both Thus, when 
labor IS cheaper relatively to its efficiency than capital, the at- 
tempt of a large number of employers to use more labor results 
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IB. a competition among them which tends to raise the price 
of labor At the start of this process (substitution of labor 
for capital), employers will first take advantage of this cheap 
labor situation by putting the added labor to those uses in which 
Its margmal productivity is the highest In other words, labor 
will first be substituted for machmes in those uses in which the 
labor cost is much less than the machine cost for doing the 
same job As more and more labor is used, it will have to be 
put to work m jobs where the cost advantage of die labor 
method over the machme method is less and less Thus the 
margmal productivity of labor will be declining relatively to 
the margmal productivity of capital as die substitution of labor 
for capital is pushed into those uses where machmery has a 
greater technical advantage over labor, that is, m those tasks 
where it requires a greater number of cheap laborers to take 
the place of a high-priced machme 

But, as less and less capital is bemg used, its price will tend 
to declme At the same tune, the high-priced capital will tend 
to be withdrawn first from those uses m which its marginal 
productivity is least Thus, the capital which is retained will 
be retained m those uses m which its margmal productivity is 
greatest, and the margmal productivity of the capital which is 
sUll used will have mcreased 

We can thus see that a readjustment to equilibrium condi- 
tions when the prices of factors of production are out of pro- 
portion to their margmal products is accomplished by a rise m 
the price of the underpriced factor and a decrease m its mar- 
gmal product as successive units are put to less productive uses 
Equilibrium niay also be attained by a decline m the price of 
the overpriced factor and an increase m the margmal product 
of those units of the factor which are retained, smce the factor 
will be withdrawn first from its least productive uses 
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The governing principle in all this readjustment is the elas- 
ticity of substitution The elasticity of substitution is a meas- 
ure of the readiness to substitute one factor of production for 
another m response to a change m then relative prices If 
the same amount of labor would always be required to make 
a unit of a product, regardless of the method of production 
employed, the elasticity of substitution of capital foi labor would 
be zero If one unit of labor would always yield the same 
product as one unit of capital (regardless of the pioportions 
in which they were used), then the elasticity of substitution of 
either factor for the other would be infinite, that is, with the 
slightest drop m the price of capital while the price of labor 
remamed the same, all capital and no labor would be used in 
production, and vice versa Obviously, neither zero nor in- 
finite elasticity of substitution is a possible condition m the 
actual world The extent to which capital will be substituted 
for labor, or labor for capital, m any productive process will 
depend both on the relative efficiency of the factors and on the 
relative change m their prices 

If a state of equilibrium has previously been m existence, it 
may be disrupted by a change m the supply of any of the factors 
of production (for mstance, an mcrease or decrease m the 
supply of capital, resulting in the offermg of the same amount 
of capital at lower or higher mterest rates) The equilibrium 
- of proportionality between prices and marginal products might 
be altered by a change in the productivity of any factor Such 
a change would most likely be occasioned by the mvention of 
a new machme or by the discovery of a new process (conditions 
ruled out by our second assumption, but which we shall have 
to consider later) Regardless of its source, the disturbance 
will have given rise to a new set of data with which adjust- 
ments will have to conform to reestablish equilibrium under 
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the second condition A new equilibrium will therefore take 
the place of the old, based upon the new conditions of supply 
of the factors of production The prices of the factors may 
or may not be the same m the new equilibiium as in the old, 
nor need the marginal products be the same as they weie befoie 
It IS only necessary that the new prices be proportional to the 
new marginal products to fulfill the second condition of equi- 
librium again 

If It should happen that optimum output for a firm should 
be the same after the disturbance as before, some time might 
be required for the adjustment to take place, particularly if the 
new adjustment to the second condition of equilibrium required 
the substitution of labor for capital Insofar as a firm’s capital 
IS invested m the form of fixed capital goods (such as plant 
and machinery), it will not be possible immediately to reduce 
the amount of capital used If established firms do not make 
this adjustment, new firms can start up, using the better pro- 
portions of labor and capital, and undersell the old firms In 
this case, the old firms will have to “write off” a part of their 
capital mvestment as a loss In no event will they replace the 
same amount of fixed capital as it wears out If the old firms 
are able to stand this loss, they will carry on under the same 
ownership If not, they will go bankrupt, and whoever buys 
the business at the bankruptcy sale will only pay such a price 
for It as is justified by the new conditions 

However, if the new optimum output for a firm is larger 
than the old, adjustment will be much more rapid Even 
where a heavy fixed investment exists, it will be possible to in- 
crease the proportion of labor to capital by working longer 
hours or double shifts The additional output can and will be 
produced by methods which use more labor and relatively less 
capital ® 

Where the adjustment is m the other direction (requirmg 

® An absolute increase in the amount of labor used with a fixed amount (or a 
smaller propornonate mcrease in amount) of capital means a substitution of labor for 
capital 
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the use of more capital and less labor), it can be made )ust as 
rapidly as the capital goods can be manufactured and the new 
methods can be installed m the plant 

In any event, the most rapid adjustment to the new condi- 
tions will be likely to take place among the new firms which 
start up Any new firm will be m a position to take advantage 
of the new relations between the prices and the productivities 
of the factors Furthermore, if it so happens that labor is 
cheaper relatively to its efficiency than is capital, new firms 
will be most encouraged to start up m those mdustries makmg 
those products which require the greatest proportionate amount 
of labor and the least amount of capital, and vice versa 
♦'The third condition of equilibrium — that the price of each 
factor of production must be equal to its margmal product — 
will be fulfilled by the combmed effect of the profit search of 
firms and of perfect competition (which we have thus far 
assumed) If in any industry the factors are being paid in 
froportton to their margmal products, but the prices of each 
are less than the margmal products, this is just another way 
of saying that the firms could mcrease their profits by hirmg 
more of the factors, and thus expandmg output Expansion 
of output, whether by old firms or new, wdl do two thmgs 
It will tend to raise the price of all the factors of production 
and (since we assume the demand curve for the product does 
not change) the mcreased output wdl have to be sold for a 
lower price Such a lower price for the product will mean 
a decreased value of the new margmal units which the factors 
of production are making, m other words, the margmal prod- 
uct of each factor will have diminished This process will 
continue until the margmal products are equal to the prices 
of the factors 

If m any industry the prices of the factors are greater than 
their margmal products, the mdustry wdl be operatmg at a 
loss or, at least, at less than maximum profits, and therefore 



340 


GENERAL EQUILIBRIUM THEORY 


there will be a tendency to reduce output The decreased de- 
ruand for the factors of pioduction will tend to lower their 
prices, and the decreased supply of the product will tend to 
increase its price until the prices and the marginal products of 
the factors of production are agam equal 

In actual busmess experience we will find that full equilib- 
rium IS seldom if ever attained Thus, the demand for dif- 
ferent products will change, and before equilibrium under the 
new situation can be attained, demand may change agam 
One invention will alter the relative productivity of labor and 
capital, and before full adjustment can be made, another in- 
vention will come on the scene But we must not ignore the 
fact that the intervals between such changes are only explain- 
able as an effort of our economic system to readjust itself to 
a new set of equilibrium conditions In the subsequent chap- 
ters, we shall discover how monopoly and monopolistic com- 
petition both m the markets for goods and in the markets for 
the factors of pioduction not only tend to delay the attam- 
ment of equilibrium, but also result in the final equilibrium 
solution being different from what it would have been had 
pure competition prevailed 

Before going any further we should understand clearly that 
the margmal productivity theory is not a justification of the 
distribution of income as it exists today, nor is it a justification 
of the income which any individual receives It is simply an 
explanation of the way m which our economic system works 
However much we may disapprove of the results which are 
attained, we must have a thorough understanding of the func- 
tional nature of the process of distribution Otherwise, any 
attempt to reform the system will be likely to give rise to evils 
and maladjustments which are worse than those that the re- 
form was intended to correct ^ Unfortunate as it may be, an 

■^The MiJler-Tydiugs Resale Price Maintenance Act apparently was designed to 
inhibit pure competition and to encourage monopolistic competition 
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ethical point of view is no substitute for intelligence in this 
modern world of ours 

Within each firm and within each industry, marginal pro- 
ductivity IS the explanation of the demand for the factors of 
production The supply of factors of production to any firm 
or to any industry is explained in terms of opportunity cost 
(the earnings which the units of the factors could make in 
other firms or mdustries) The following chapters deal mainly 
with conditions of supply and demand which are peculiar to 
individual factors of production and which lead to some modi- 
fications in the application of the principles The basic prin- 
ciples of marginal productivity and opportunity cost must 
nevertheless be kept constantly in mmd throughout the dis- 
cussion 

Criticism of the General Equilibrium Theory under Perfect 

Competition 

At Its best, the general equilibrium theory as outlined here 
gives us a picture of what would be required to attain complete 
equilibrium of our economic system It also gives us a standard 
by which to determine whether or not particular changes are 
workmg m the direction of this kind of equilibrium Never- 
theless, even the most, enthusiastic contributors _to the theory 
do not claim that it represents an ex planation of the red world 
Rather, it is a schematic pomt of departure from which, by 
removing assumptions, actual problems can be approached 

Its worst features are the number of assumptions required 
which are contrary to actual conditions and the fact that many 
of these assumptions cannot be removed without in some 
respects detiactmg from the theory itself Many of these as- 
sumptions are made simply with the intent to reduce the prob- 
lem to a set of simultaneous equations from which the mathe- 
matical economist can derive useful mental exercise When 
the theory reaches this form, it does not mean much more than 
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the simple statement that all prices of factors of production and 
goods are mutually interrelated, that a shift of demand will 
result m a higher price for the product whose demand has in- 
creased and a lower price for the product whose demand has 
decreased, and that, given sufficient time, with no other dis- 
turbances intervenmg, a shift in the factors of production will 
restore these prices to a new equilibrium ratio based upon the 
change in demand Some of the most unrealistic assumptions 
are. 

1 Pure competition which is also perfect 

2 Constant cost 

3 No decreasmg costs 

4 Standardized products for individual mdustries 

If the production function even closely approached reality, there 
would be no need for the separate chapters on wages, rent, 
interest, and profits which follow 

Most of the special rules which we have to develop when 
we attack these separate questions by particular equilibrium 
analysis are the result of situations of monopoly, monopolistic 
competition, oligopoly, monopsony, and oligopsony If it can 
be demonstrated that monopolistic competition is a permanent 
institution, then the entire set of assumptions of general equilib- 
rium theory under pure and perfect competition would have 
to be drastically revised 
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Wages^ 

^T^HE FIRST problem which confronts us in dealing with 
the problems of wages is that labor m general is too 
broad a category to be considered as a single factor of produc- 
tion So divergent are the different kinds of skills possessed 
by different groups of workmen that our third assumption of 
the preceding chapter is not fulfilled — labor m general is not 
a homogeneous factor, and there are differences m productive 
ability between different units of it 

Differences in Skills 

So far as differences m kinds of skills are concerned, this 
problem can be easily met by considermg each of the different 
groups of laborers as a separate factor of production® Our 
second condition of equilibrium — that the prices of the differ- 
ent factors of production must be proportional to their mar- 
gmal products — ^will then apply as between the different groups 
of labor exactly as it did between labor and capital For ex- 
ample, carpenters and bricklayers are different factors of pro- 
duction for the purpose of buildmg houses If the bricklayers’ 
uni on demands an mcrease m wages while the wages of car- 
penters remam the same, then the proportion between the 
mar ginal products and wages of brick laymg and of carpenter 

1 See Hicks, J R , Theory of Wages The Macmillan Co , 1933, and Taussig, F W , 
Principles of Kcofiotntcs, Ch 47, The Macmillan Co , New York, 1921 

2 Or, should we say that the sale o£ skills is a sale o£ differentiated products 
under monopolistic competition or monopoly 
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work will have been disturbed, and the law of substitution will 
start to work In simpler language, the cost of a brick house 
will have risen relatively compared to the cost of a wooden 
house, and people will tend to substitute lumbei for brick in 
buildmg houses If the bricklayers’ union sticks to its price, 
bncklaymg will be confined to those uses m which the marginal 
product of bricklaying is equal to its price Bricks will be used 
in most houses only for chimneys, where their advantage over 
wood IS unquestioned, and only those few houses will be built 
entirely of brick whose prospective owners consider that the 
advantage of a brick house over a wooden house merits paying 
the new, higher price for brick The net result is, of course, 
that some bncklayeis will be unemployed We will reserve a 
full discussion of this soit of unemployment until later What 
we have established here is that dufierent kinds of skilled labor 
may be treated as different factors of production and that the 
law of substitution works between them 

Differences in Efficiency ® 

Another difficulty with which we are confronted is that 
even within the same trade or craft the workers may be of 
considerably different efficiency The prmciple of substitution 
will apply between individual workers as well as between 
groups If wages are the same for all individuals m a trade, 
employers will attempt to obtam and keep the more efficient 
men and to discharge or avoid hiring the less efficient If the 
less efficient men who find themselves unemployed offer to 
work for lower wages, some employers may find it to their 
advantage to hire these men rather than the better workmen, 
when the difference in wages is sufficient to compensate for the 
difference in efficiency 


® Differences in efficiency ire closer to conditions of monopolistic competition 
than are differences in skills The latter may be marketed under monopoly by 
trade unions 
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In occupations that are more or less standardized, there is 
less discrepancy between wages and margmal products due to 
differences in mdividual efficiency than might be supposed offi- 
hand In the actual world, while there may be a marked dif- 
ference m efficiency between superior workmen and average 
workmen, or between average workmen and substandard 
workmen, there is usually in every trade a sufficiently large 
number of average workmen whose efficiency differs so little 
from one to another that a substantially accurate adjustment 
of wages to marginal products may be attained by paying the 
entire average group the same wage 
The payment of piecework wages will also tend to narrow 
somewhat the discrepancy between wages and marginal prod- 
ucts due to individual differences in efficiency Piece wages, 
however, would compensate completely for all differences in 
efficiency only m the imagmary case where labor cost was the 
only cost involved in making a product For example, if an 
average worker using a machme can turn out four times as 
much product as a substandard worker, then, even though both 
were paid the same rate per piece, the machine cost of using 
substandard workers would be four times that of using aver- 
age workers That, is, four substandard workers would need 
four machmes to turn out the same amount of product as one 
average worker with one machine To allow for this differ- 
ence so that wages and margihal products would be equal, it 
would be necessary to pay the substandard workers a lower 
price per piece than the average workers In some of the 
complicated wage systems m use today this is actually at- 
tempted But rather than to attempt to explam to the work- 
men the justification for a differential piece rate, as given 
above, many firms adopt die simpler expedient of not hiring 
the substandard workmen if they know them to be substand- 
ard and of discharging them as soon as their inefficiency is 
discovered As substandard workmen s lack of efficiency 
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tends to become known to the various employers, they will 
be the last to be hired when business is pickmg up and the 
first to be fired when business slacks o£F again If regularity 
of employment may be considered as one form of compensa- 
tion, then substandard workers are mdeed receiving less than 
average workers 

The superior efficiency of super-standard workmen may be 
compensated for, at least m part, by some system of bonuses 
paid by a firm The adjustment may also take place by a 
specialization between firms as to the workmen they hire 
Thus, some firms may so plan their productive processes as 
to take full advantage of the superior men’s greater efficiency 
and offer a higher wage to attract them A motor car as- 
sembly line manned entirely by superior workmen may be 
able to turn out enough more cars per day to justify paymg 
the men a wage much higher than the average, and some 
manufacturers may adopt this policy On the other hand, no 
manufacturer could gam by mixing superior and average men 
on the same assembly Ime, as the slower pace of the average 
men would hold back their faster fellow-workers Conse- 
quently, It will pay some other manufacturers to standardize 
on average men, paymg them the average wage 

For the most part, however, superior men will have to de- 
pend on mdividual bargaining with their employers to secure 
a better-than-average wage to compensate for their greater effi- 
ciency The absolute maximum which a superior worker can 
obtain over a long period of time is the full value of his serv- 
ices to the employer who is best situated to take advantage 
of his superior efficiency The mmimum wage which he can 
be forced to accept is the wage which the next most eager 
employer would be willmg to pay for his services Between 
these two limits there will be a “range of mdetermmateness,” 
and the actual wage paid will be a result of the relative bar- 
gaming abilities of the employer and the employee In the 
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case of extremely exceptional mdividuals, such a “range of m- 
determmateness’ may be fairly wide, particularly if there is 
only one or a very few employers who are in a position to take 
advantage of their superior abilities Thus we used to have 
the annual controversy m the sport pages in the days of Babe 
Ruth’s glory as to whether he was worth more or less than 
the salary which the New York Yankees offered him m his 
new contract each year 

Exploitation of Laboi 

However, the Babe Ruths, the Greta Garbos, and the Alfred 
Sloans are so few in number that, for the purposes of an 
elementary text, we can safely leave them to worry for them- 
selves as to whether they are bemg paid wages tliat represent 
the full value of their services, and concentrate our attention 
upon the vast majority of workmen who make up the ordmary 
supply of labor Nevertheless, there is one rather curious fact 
that should not escape our attention If we define “exploita- 
tion of labor” as the paying of wages which are less than the 
full value of a workman to the employer, then exploitation is 
much more apt to exist in the case of tlie highest-paid indi- 
viduals than in the case of the lowest This is simply due to 
the fact that m the case of these exceptional individuals there 
IS usually only one employer who is in a position to take full 
advantage of their exceptional ability And even though the 
best-situated employer is paymg the mdividual less than he is 
worth to the firm, he may be paying him more than what his 
value would be to the next best-situated employer Thus, in 
the case of Babe Ruth, even though there had beeh no league 
agreement not to bid competitively for players, the Yankees 
were the only club m the league with a stadium large enough 
and located m a city large enough to take full advantage of 
the Babe’s exceptional ability to draw the customers through 
the turnstiles Competitive biddmg might have saved Ruth 
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from havmg to accept his $80,000 00 pittance, but competitive 
biddmg alone could never have forced the Yankees to pay him 
the full value of his services to them 

At the other extreme, take the case of the village half-wit 
whom I may hire to work in my garden at 15c an hour If 
I should hire him, I find that I have to spend so much time 
and energy supervising his efforts that I prefer to do the work 
myself Meantime, my neighbors (who do hire him) are al- 
ways m doubt as to whether he is worth what little they have 
to pay him His wages are low, not because he is being ex- 
ploited, but because his productivity is so miserably low 

Exploitation is not likely to persist where there is a large 
group of similarly skilled workmen, because it would increase 
profits of employers to hire more of these “exploited” men, 
and, m the competitive effort to hire more, they would tend 
“to drive wages up to the margmal product This is the case 
m many of the “sweated” mdustries While it would be idle 
to deny that exploitation often does exist m these trades (man- 
ufacture of women’s cheap dresses, artificial flowers, and so 
on), we should not ignore the fact that in a great many cases 
competition in the use of cheap labor will have driven the 
price of the product down to so low a pomt that the value of 
a worker’s product will not exceed his wages, even though 
those wages may be deplorably low * 

Economic Ejects of Minimum Wage Laws 

While we are on the subject, it might be mteresting to ob- 
serve the economic effects of a legally imposed mmimum wage 
m the above circumstances If no exploitation exists, such a 
mmimum wage is bound to result m less employment, except 
where monopsonistic exploitation exists, smce tlie output of 
the mdustry will have to be restricted to a pomt where the 
higher price to be obtained for a smaller amount of the product 
will be sufficient to compensate for the higher labor cost 
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imposed by the mmimum wage The fact that some people are 
working for less than a proposed minimum wage is evidence 
that they are willing to do so rather than remam unemployed 
Consequently, when the minimum wage is imposed, they will 
be tempted to conspire with their employers to conceal the fact 
that they are bemg paid less than the mmimum, rather than 
face unemployment, and the law will be expensive and difficult 
to enforce On the other hand, there may be certam classes 
of people for whom we decide that it is not socially desirable 
that they be employed If this is the case, the desired end 
can be attained better by direct legislation to that effect, that 
IS, by child labor laws, maximum hours for female workers, 
compulsory medical exammations for workers m hazardous 
occupations, and so forth Such legislation, besides achieving 
the direct end stated by the law, will also tend to raise wages 
in the trades from which the undesirable labor is withdrawn 
by decreasmg the supply of labor available Then, too, such 
legislation is ordmarily easier to enforce than mmimum wage 
laws 

Our zeal for social reform should not blind us to the social 
cost mvolved in either mmimum wages or specific prohibitions 
of certam kinds of labor Such cost can be measured m terms 
of fewer goods and m terms of the higher prices which the 
public must now pay In addition, it may be necessary for 
society to provide through doles, mothers’ pensions, or other 
forms of poor relief, for the people made unemployed by social 
legislation On the other hand, m the case of child labor, 
at least, it may be that if their mmds and bodies are saved from 
being stunted by too early employment, their increased pro- 
ductivity at maturity may more than compensate for the prod- 
ucts they might have made as children Furthermore, msofar 
as more children are educated, it will tend to decrease the 
relative advantage enjoyed by the members of the higher- 
trained occupations, Thus, there will be, for example, mor^ 
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people qualified as business executives and as engineers, so that 
the wages in those occupations will tend to be less than they 
would have been in the absence of such legislation This will 
work to the disadvantage of those people who would have 
attained to the skilled groups m the absence of the legislation, 
but It will be to the advantage of the rest of the population in 
that they can obam these skilled services cheaper 

The Supply of Labor 

We must now turn our attention to the supply of labor 
Here we have no such thmg as a definite cost of production of 
labor governing its supply as we did m the case of the supply 
of goods While the rate of wages undoubtedly does have 
some influence upon the numbers of the population, there are 
so many other causes at work (sanitation, medical care of m- 
fants, accident prevention, birth control, social attitude toward 
marriage and large families, and so on) that the rate of wages 
as a single cause becomes of so little importance that we can 
leave the question to the student of population problems For 
our purposes, we may take the numbers of potential workers 
at any given time as a thing for granted and work from that 
point 

We may define the supply of labor as the schedule of amounts 
of work (units of labor) that workers are willing to offer for 
sale at each possible price This supply is a function mamly of 
two variables — ^the number of workers that are able and will- 
ing to work at each possible price, and the number of hours 
that each one is able and willmg to work at each price 

If no worker had any savings and it was simply a question 
of work or starve, and if under these circumstances all employ- 
ers conspired together to try to drive wages down to the lowest 
possible level, there is little doubt that a great majority of 
workers would be willing to work for a much lower wage than 
they are now receivmg Considered in these terms, the supply 
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of all labor m general is seen to be extremely melastic For 
a very short period (under these circumstances) the amount of 
labor offered for sale at a lower price might actually be greater 
than the amount offered at a higher price That is, workers 
who have been accustomed to the products mcluded in a higher 
standard of living, rather than give them up, might make the 
first adjustment to a lower wage by attempting to work a 
greater number of hours But they would very shortly dis- 
cover that at least some amount of leisure was worth more to 
them than the products they would have to give up, and they 
would adjust themselves to a lower standard of living Further- 
more, no matter how willing they might be, there will be a tend- 
ency for the greater number of hours worked to detract from 
their efficiency, so that a larger number of hours is counteracted 
by a smaller product per hour It seems safe to say that, with 
a given population, the supply of all labor in general will not 
be very elastic over a long period of time 

If the supply of all labor is melastic, then the demand for 
labor will be more important than the supply in determmmg 
Its price However, even the absence of trade-unions need not 
be an occasion for the reader to worry about such a conspiracy 
among employers as was imagined above If such a conspiracy 
were formed, as wages were driven below the marginal products 
of labor, a profitable opportunity would be presented for certain 
laborers to quit the ranks of labor and become employers (pro- 
vided they could obtam capital), thus breakmg the monopoly 
power of the conspiracy Furthermore, as wages were driven 
down. It would pay any employer to start substituting labor 
for capital and to employ more laborers by paymg higher wages 
to get them away from the other employers Thus, each and 
every employer m the conspiracy would have the strongest of 
motives to violate his agreement, and the conspiracy would fall 
of Its own weight 

However, the wages that are bemg paid today are m fact 
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determined not so much by the demand for and the supply of 
labor m general as by the demand for and the supply of labor 
m particular occupations and particular mdustries In this con- 
nection, the general demand for labor is important only insofar 
as It affects the supply available for any one occupation or any 
one mdustry Thus an increase m the demand for structural 
ironworkers, by offering either higher wages, steadier employ- 
ment, or both, may induce more youths to enter that occupation 
rather than learn the plumbing trade A general mcrease in 
the demand for unskilled and semiskilled labor (such as oc- 
curred durmg the war) may, if the wages offered are high 
enough, mduce many young men to go to work at these jobs 
rather than to spend their time in school learning to be phar- 
macists and accountants, thus decreasing what would otheiwise 
have been the supply of labor m these skilled occupations As 
soon as all labor is employed for the maximum number of 
hours they are willing to work, the supply becomes completely 
inelastic 


Causes of Di'fferences in Wages 

If all men were of identically the same mental and physical 
abilities in all respects, if all occupations were equally easy to 
enter, and if the conditions of work (other than wages) m all 
types of occupations were equally attractive or equally distaste- 
ful to all people, then, m a perfectly competitive labor market, 
the wages of all classes of labor would tend to be equal Busi- 
ness executives and bricklayers, geologists and garbagemcn, 
college presidents and dogcatchers would all be receivmg the 
same salaries The mcome they received from mterest on in- 
vestments might be different, but the wages received for work 
performed would be the same for all of them However, none 
of the “ifs” above are fulfilled m actual life, consequently the 
relative scarcity of men in certam occupations serves to keep 
their marginal productivity so high that they can command a 
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higher wage than those in other occupations in which the sup- 
ply IS greater relatively to the demand We shall examme for 
a moment some of the conditions that give rise to this scarcity 

(1) In the first place all men do not have equal educational 
opportunities To make such educational opportunities abso- 
lutely equal, not only would tuition, board, and room-rent have 
to be free through high school, college, and graduate, technical, 
or professional school, but also children of poorer parents would 
have to be freed from the necessity of gomg to work at an eaily 
age to help augment the meager family income Other thmgs 
being equal, the relative scarcity of men who are able to obtain 
an advanced education will tend to make the earnmgs m occu- 
pations requirmg higher education higher than m those requir- 
ing less traming There is no guarantee, however, that this 
will happen at any one time m any one profession If all, or 
a vast majority, of college graduates decide to become lawyers, 
the average lawyer might be earnmg $10 00 a week while the 
average carpenter was earning $40 00 

(2) The second element that contributes to the relative scar- 
city of men available for certain types of occupations is the un- 
equal natural endowment of different mdividuals with different 
skills This IS a scarcity which even completely free education 
would not overcome Thus, even of the numbers who graduate 
from medical schools today, comparatively few possess the com- 
bination of mental ability and manual dexterity necessary to a 
really first-rate surgeon By allowmg a free education to all 
members of the population who possess these peculiar natural 
abilities, the number of first-rate surgeons would certamly be 
mcreased somewhat, and earnmgs would tend to declme 
However, so long as the demand for surgeons’ services con- 
tinues to be what it is at present, or mcreases, it may be doubted 
whether education could increase the supply of surgeons sufiE- 
ciently to reduce their earnmgs to that of less skilled labor It 
should be noted that there is no “intrinsic” value of the sur- 
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geon’s skill per se which enables it to command such a price 
as It does It is true that the surgeon “saves lives”, but so does 
the tenant farmer who i aises foodstuffs It is simply the relative 
scarcity of men who have both the skill and the training of 
qualified surgeons which enables them to charge |200 00 to 
$2,000 00 for an hour’s work in an operatmg room, as it is the 
wide distribution of farming skill which makes the number of 
farmers so great proportionately to the present demand for 
them that a tenant farmer might count himself lucky if he 
earned 50c an hour The sole effect of skill in determinmg 
wages is the extent to which it may be a cause of scarcity m the 
number of men available for certain occupations 

(3) Another element that will contribute to cause differences 
in wages in different occupations is the relative social esteem in 
which these occupations are held Thus, if two occupations 
require equal skill and traming, but one is geneially considered 
to be a more “respectable” or “dignified” employment than 
the other, workers may be mduced to enter the more “dignified” 
employment at a lower wage than it would take to induce 
them to enter the less highly regarded trade This accounts, in 
considerable measure, for the comparatively low wages of many 
so-called “white-collar” jobs I have heard many a shipping 
clerk and timekeeper complain bitterly, “Those dumb birds 
out in the factory are getting paid more than I am for work 
that I could do better than they do ” But when I asked them 
why they did not request the boss to give them employment 
m the factory rathei than m the office, the usual answer was 
that they “considered such work beneath them ” The lower 
wage was the price which they were paying to maintam a real 
or imagmary dignity 

(4) The great hazards or dangers of a particular occupation 
may cause workmen to be sufficiently reluctant to enter it so 
that a wage higher than that which prevails in other jobs of 
equal skill may have to be offered to attract tiiem into the 
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hazardous occupation But such a difference m wages will 
amount to full compensation for the hazards involved only to 
the extent that all prospective workmen are fully acquainted 
with the nature and frequency of the danger involved and make 
full allowance for it For the most part, it will often be found 
that workmen are either msufficiently acquainted with the 
dangers involved or are too optimistic m believmg that they 
individually will not be the ones to be killed or maimed, so 
that a hazardous occupation can usually obtam workers at wages 
only slightly higher than those paid m less dangerous work 
This IS one argument for compulsory workmen’s compensa- 
tion msurance as agamst voluntary mdividual accident insur- 
ance 

(5) Another source of inequality m wages lies m the chance 
of large earnings for a few successful men m certam occupa- 
tions The existence of these few large prizes may be sufficient 
to attract many more men mto an occupation than could be in- 
duced to enter it by the expectation of receiving only the aver- 
age salary Thus, if anyone could be certam that he would have 
to spend his entire life as a |25 00 or |30 00 a week law clerk, 
he might not attempt to enter the legal profession But the 
large earnmgs of a small minority of lawyers who are highly 
successful acts as such a powerful inducement to strive for these 
prizes that the profession tends to become “overcrowded” until 
the lowest 60 per cent of the lawyers are earning less than the 
average plumber, and many lawyers who started out with high 
ideals finish as “shysters,” ambulance chasers, and professional 
politicians The fact that the salary of a congressman is greater 
than what a lawyer could earn m his home town is the explana- 
tion of the demagogery employed by many in trymg to keep 
their jobs This element of wages is somewhat analogous to 
the principles on which a lottery is run If the top prizes are 
small, there will have to be a great many of them so that there 
IS a reasonable chance of winnmg one If the top prizes are 
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extremely large, people may be induced to participate even 
though the odds are hundreds or thousands to one against them 

(6) The regularity of employment is an important factor 
influencing wages A trade where employment is highly ir- 
legular will ordinarily have to offer a higher rate per hour to 
attract workers than a trade requiring similar skill where the 
employment is steadier This explains much of the difference 
between the wages m seasonal and casual trades (for instance, 
shipping on the Great Lakes, harvest hands in the Wheat Belt, 
and longshoremen) and wages for similar occupations in fac- 
tories which run the year round Some of this labor is cared 
for by seasonal migration, but a much better solution would be 
the establishment of o£E-season industries 

Short-Fenod and Long-Run Supplies of Labor for 
Special Occupations 

During short periods, an mcrease in the demand for any one 
kind of labor will tend to raise the wages in that occupation 
The short-run supply of any one kmd of labor is ordinarily 
very melastic As soon as all average workmen are employed, 
the only immediate sources of an mcreased amount of labor con- 
sist in workmg overtime, mcreased effort on the part of the 
existmg working force, and the hirmg of substandard workers 
Obviously, increases in the amount of labor offered from these 
sources in response to higher wages cannot be very great, and 
successive mcreases m wages will brmg about smaller and 
smaller increases m the amount of labor offered The short-run 
supply of labor to an industry is essentially inelastic 

E'ffect of Shifts in Demand for Goods on Price of Labor 

Any one employer, however, can obtain an increased supply 
of labor for himself by offering slightly higher wages than 
other employers in the mdustry, that is to say, the supply of 
labor to the smgle firm is more elastic than the supply to the 
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whole industry If the increase in the demand for the product 
IS felt generally by all employers, each of them will be moti- 
vated to attempt to obtain an increased amount of labor m this 
fashion, and wages will be bid up competitively to the full 
amount of the higher marginal product occasioned by the in- 
crease m the demand for the commodity Even if the increased 
demand is felt by only a part of the employers, the same result 
will take place As workers are drawn away from those em- 
ployers the demand for whose products has not mcreased, the 
marginal productivity of the remammg workers to their present 
employers and their importance to the employers will have in- 
creased, so that It will start to be desirable for these employers 
also to begm raising wages rather than to lose the remainder 
of their workmg force 

Some workers may find it easier than others to shift from 
one employer to another Thus, smgle men may be able to 
move more easily than married men, and married men with 
houses on short leases can move more easily than those who 
have long leases or who own their own homes Older workers 
who expect a pension may be more reluctant to change em- 
ployers than younger men, and so on This suggests one pos- 
sible source of exploitation An employer may grant wage 
increases only to those workmen whom he knows to be willing 
and able to leave him if he refuses, and he may refuse to give 
the mcreases to the other workers who will not be so likely to 
leave* This is sometimes done The more mtelligent em- 
ployer will, however, weigh agamst the gams of this kind of 
exploitation the possible declme m productivity on the part of 
the workers who feel that they have been unjustly treated, and 
the possibility that he may find it difficult to obtain high-class 
workers in the future if he earns for himself the reputation of 
being an unfair employer 

In a particular occupation, high wages due to an mcrease m 


^ Discriminating monopsony 
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demand for the product can persist only for the length of time 
that It will take for workers m other occupations to be mduced 
by the high wage to shift over and tram themselves for this 
occupation, or for the oncoming generation to be induced by 
the higher wage to enter this occupation in gi eater numbers 
than before This length of time will vary, of course, with the 
length of time it takes to learn the trade Ordinarily, workers 
will be reluctant to shift from one trade to another if they have 
any reason to suspect the high wages in the new occupation 
to be purely temporary In order to augment the supply of 
labor very rapidly m a certam industry, wages must therefore 
be either extremely high or give promise of continuing to be 
higher over a considerable period of time than they were before 
In any event, the long-run supply of labor to any occupation 
will be much more elastic than the short-run supply After 
all the elements making for differences in wages which we 
discussed above have been taken into consideration, any wage 
that more than compensates for these elements will be sufficient 
to attract a greater amount of labor into an occupation if a suffi- 
ciently long time is allowed and no impediment to entry exists 
The long-run supply curve of labor for any one industry or any 
one occupation will have an upward mclination due solely to 
the fact that as more and more labor is attracted into any one m- 
dustry it must be drawn away from other mdustnes where its 
marginal product will be increasmg as more is withdrawn 
However, a mere shift m demand for goods by the public 
from one mdustry to another will not in itself be sufficient 
to give rise to an upward mclmation of the long-run supply 
curve of labor for the industry the demand for whose prod- 
ucts has mcreased For example, if people demand more suits 
of clothes and fewer pairs of shoes (perhaps because m driving 
cars they wear out the seats of their trousers faster than their 
shoes), the demand for labor m the clothmg mdustry will in- 
crease The temporary effect will be an mcrease in the wages 
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of garment workers On the other hand, smce the demand 
for shoes has decreased, the margmal productivity of shoe- 
workers will decline, and shoe factories will either lower their 
wage rates or reduce their working force at the prevailing 
wage So, in the long run, other conditions bemg equal, the 
clothing industry would not necessarily have to offer higher 
wages than it did before the change in demand to attract the 
necessary number of workers away from the shoe industry If 
the same conditions persisted long enough, the mere fact of 
steadier employment in the clothmg mdustry might be suf- 
ficient inducement for the workers to make the change Un- 
der these conditions, the long-run supply curve of labor to the 
clothing industry would be a horizontal straight line at the 
previous wage, that is, supply of labor to the mdustry would 
be mfinitely elastic 

On the other hand, a shift in demand for goods may cause 
the expanding mdustry to encounter a long-run supply curve 
of labor that is less dian mfinitely elastic If the product 
whose demand is mcreasmg required a greater proportion of 
labor and a smaller proportion of capital than the product 
whose demand is declmmg, then the expandmg industry will 
require more labor than the declmmg mdustry is willing to 
release without bidding up wages Thus, in our illustration 
above, if it requires more labor and less capital to make $100 00 
worth of clothmg than it does to make $100 00 worth of shoes, 
then the margmal product of labor m the shoe mdustry — 
spite of decreased demand for shoes — will start to rise before 
the clothmg mdustry has obtained the full number of addi- 
tional workers needed Consequently, the shoe mdustry will 
start to raise wages to avoid losing more workers than it cares 
to part with, and the clothmg industry will have to increase 
wages to attract the full amount of needed labor away from 
the shoe mdustry or away from other industries 

If the expandmg mdustry requires higher tramed or better 
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educated labor than the contracting industry, then it will have 
to offer higher wages to induce a greater number of men to 
train themselves for the work (Some companies meet this 
problem by maintaining their own schools and paying new 
employees to attend them This is simply another form of 
additional compensation ) If the expanding mdustry requires 
workers m socially “undignified” or disagreeable jobs (for ex- 
ample, slaughtering cattle), it will attract to itself first those 
workers whose objections to the employment are least, but 
as It attempts to obtam still more workers, it will have to offer 
higher wages to mduce the more priggish and the more fas- 
tidious workers to enter the employment The same will be 
true of any expanding mdustry offering a more dangerous 
employment At first it will be able to employ workers who 
underestimate the danger, but an mcreasing number of work- 
ers will have to be drawn from those who are more insistent 
on being compensated for the risks involved 

In all these cases of rising supply price of labor to an in- 
dustry, under perfect competition among employers the work- 
ers already m an industry will be able to command the same 
wage as that necessary to mduce additional workers to enter 
the mdustry If their present employer refuses to raise the 
wages of old workers, other firms in the mdustry would be 
willmg to pay the same wage to them as they would to attract 
workers from another mdustry Indeed, because of their 
greater experience m the trade, they would be more readily 
hired Thus these workers will be able to obtain a wage 
higher than that at which they would have been willing to 
work if the demand for the product had not mcreased 

Imperjecttons of the Labor Market 

We must now turn our attention to those situations in which 
the competition among employers for labor is less than per- 
fect and which m consequence give rise to the exploitation 
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of labor We have already considered some of them in the 
case of individuals of exceptional ability Most exploitation 
results from mequality m bargaming power between the em- 
ployer and the employee The deficiency m bargaming power 
on the part of the workman is usually due to two causes 
lack of knowledge of the value of his services to an employer, 
and lack of ability to hold out for a wage if he does know 
his worth 

The only common way m which a worker can obtain even 
a rough estimate of his value to one employer is by knowmg 
what other employers are paymg for the same type of work 
But this criterion is valid only if margmal products of labor are 
the same for both employees Where the different firms are 
widely scattered geographically, this information may be ex- 
tremely difficult for him to obtain Moreover, the mere 
knowledge of money wages m variously located firms will not 
be sufficient unless the worker knows also the costs of living 
in different localities Thus, m order for a worker to know 
whether it would be worth his while to move from Chicago 
to Pittsburgh for a certam difference m wages, it will be neces- 
sary for him to know what Pittsburgh wages will buy m Pitts- 
burgh as compared to what Chicago wages will buy in 
Chicago 

In those mstances where an employer refuses all wage in- 
creases, so that a worker actually has to leave his employment 
to better himself, the immobility of labor will act to its own 
disadvantage m bargammg A worker may know that an- 
other employer m a distant city is offermg better wages, but 
he cannot be certam that he mdividually will be able to ob- 
tain a job with the other employer, or to keep the job if he 
does obtam it, thus he may remam where he is rather than 
take a chance on bemg unemployed for a time Another ele- 
ment that contributes to immobility is the cost of movmg from 
one place to another Closely coupled with this is the uncer- 
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tamty as to how long a wage difference will persist If it costs 
a worker $100 00 to move his family from one town to anotlier, 
a wage difference of $200 a week would have to persist for 
one year for the worker to recover the cost of movmg and 
break even, it would have to last for longer than a year for 
him actually to gam much by movmg With a given cost of 
movmg, the smaller the difference m wages, the longer the 
time the difference will have to contmue m order to make it 
worth while to move Under these circumstances, if the dif- 
ference in wages is small, workers may remam with their 
present employer, either m the hope that he may raise their 
wages, or through a fear that wages in the other town may 
fall before they have recouped themselves for the cost of 
movmg 

The worker who is unemployed and seeking a job is sub- 
ject to certam other disadvantages m bargammg power as an 
individual The only recompense which he has if he does 
not work today is a day’s leisure For most men a day’s 
leisure spent m poundmg the pavements and worrying about 
employment is not a particularly happy alternative to work 
On the other hand, the employer who does not hire the man 
will lose only the difference between the man’s wages and the 
value of his services The closer the wage that the workman 
demands approaches his marginal product, the smaller this dif- 
ference will be and the less the employer will lose by not 
hirmg him The employer may thus be able to hold out for 
some considerable time before hirmg any one workman at 
any particular wage, until he can be assured that there is no 
other workman who would be willmg to work for less The 
ability of the workman to hold out for a wage will depend 
upon how much savmgs he has to carry him until be can find 
a job elsewhere and how long a time he thinks will be necessary 
for him to find a job with another employer who may offer 
more than the one with whom he is trymg to barg ain at 
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present The reader will remember that we are treating here 
with cases of imperfect competition of employers on the labor 
market 

By refusmg to deal with those workmen who show them- 
selves capable of bargaming shrewdly, and by taking only 
those men who appear to be m most need of a job, it may 
be possible for an employer to obtam his working force at 
tunes for a wage that is less than that which his competitors 
in the mdustry are paymg As a deterrent to this practice, 
however, stands the fact that workmen who feel that they 
are underpaid may resent it and may turn out a much smaller 
amount of product than they would be capable of doing if 
they received what they considered a “fair” wage Further- 
more, any employer who becomes notorious for “beating 
down” wages may find himself unable to obtam labor at times 
when the demand for labor is brisk, which will be precisely 
at those times when the opportunity for profit is greatest 
Then, too, workers who believe that they are underpaid will 
leave at the first opportunity that presents itself Even though 
the employer may be able to find a contmual stream of work- 
ers to take the places of those that are leaving, the “cost of 
labor turnover” (costs of hiring and breakmg m new men) 
will be greater for him than for other employers who have a 
more contented workmg force 

The longer die fairly sumlar conditions persist, the less will 
be the danger of exploitation, simply because the forces of 
competition m the labor market— both among employers m the 
same mdustry and between different mdustries — will have time 
to exert their full effects It is the rapid changes of the business 
cycle — and particularly of short cycles that make exploita- 
tion more feasible The employer who refuses to mcrease 
wages as rapidly as marginal productivity is rismg (owmg to 
mcreased demand for the product) m the upward movement of 
the business cycle may discover that before his workers have 
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had time to leave him the business cycle enters the down- 
ward movement again and their opportunities to leave are lost 

Trade-Union Wage Determination 

We must now examine the economic implications of trade- 
union activity in determining wages The foremost economic 
function of a trade-union is the prevention of exploitation 
This is accomplished by collective bargaining We have con- 
sidered above the reasons why an employer might be little 
concerned about losing the services of any one workman- But 
when all of his employees are banded together in a body ready 
to leave at the same time, the loss of his entire working force 
will be a matter of serious import, and the employer may be 
forced to give far more consideration to the demands of a 
union than he would to any one employee Moreover, when 
a trade is fully unionized, the knowledge that none of his 
fellows will work for less than the union scale of wages may 
enable any unemployed union workman to hold out for such 
a wage better than if there was a danger that some other work- 
man would offer to work more cheaply The 'payment of 
“out-of-work benefits” by unions will also strengthen such bar- 
gammg power 

Even where competition would eventually eliminate ex- 
ploitation, there are some cases in which trade-union activity 
will be an economic benefit Thus, where there is a tem- 
porary oversupply of labor for a certam industry and labor is 
being exploited through a maximum wage agieement among 
the employers in this industry, and where the mobility of labor 
IS less than the mobility of new firms, the first effect of com- 
petition might be a rush of new firms mto the industry, caus- 
mg the price of the product to declme greatly, but not raismg 
wages materially Exploitation, as we have defined it, would 
then be eliminated, simply because at the low price of the 
product the marginal product of labor would be equal to 
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the low wage After labor has had time to shift mto other 
industries which pay better, die increased number of firms will 
no longer be able to continue m the industry if they have to 
pay wages which are equal to those that workers can obtam 
elsewhere As a result some firms will have to close up, and 
the fixed capital invested in them will be lost A higher 
wage, imposed at the start by a trade-union, would have pre- 
vented the needless expansion of the industry Against this, 
however, must be set the disadvantage that at the higher 
wage many workers^ would have had to remain unemployed 
until they could shift mto the other industries Unemploy- 
ment might be a more powerful force than low wages to make 
them leave the overciowded mdustry, but it will lose some of 
Its force if out-of-work benefits are paid by the union We 
should have to examine each mdividual case on its merits to 
deteimine which was worse, exploitation or unemployment, 
in order to determme to what extent the prevention of un- 
necessary expansion m the mdustry represented a net gam 
As far as all labor as a class is concerned, the benefits con- 
ferred by any particular trade-union cease with the prevention 
of exploitation The fixmg of a wage, by a trade-union, which 
IS above the marginal product of the existing number of work- 
ers in the trade will force employers to contract output and 
discharge laborers until a higher price for the product is 
reached, at which wages and marginal products are agam 
equal The laborers who are thrown out of work because 
of the higher wage will have to seek employment m other 
trades, and their addition to the supply will tend to depress 
wages in those other trades At the same time, all other work- 
ers will have to pay a higher price for fewer goods made by 
the high-wage trade-union labor Limitation of membership 
by a trade-union m a highly paid trade is a denial of oppor- 
tunity to other workers Monopoly wage levels are no more 
justifiable than monopoly commodity prices There are, how- 
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ever, some conceivable circumstances under which it would be 
possible for a trade-union to take some of the monopoly profits 
away from a monopolist ® If this is the case, and neither out- 
put, price of the product, nor number of persons employed 
would be affected by the outcome, then the general public can 
sit disinterestedly on the side lines and cheer their favorites in 
battle 


®In order to do this without affecting output and number of persons employed, 
the trade-union would have to adopt a peculiar technique It would have to set an 
extremely high price for a few workers, a lower price if the employer would employ 
more, and so on, so that the employer could not gain by restricting output or restrict- 
ing employment 
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Problems of Organized Labor 

OOME unions have as their avowed, or tacitly understood, 
^purpose the overthrow of the capitalist system and its re- 
placement by some other social and economic organization un- 
der which they think the position of labor will be better Our 
mterest in such unions is not m the union itself but rather in 
the economic plan which it advocates We shall consider some 
of these plans in later chapters Our present concern is with 
business unionism, that is, with labor organization which at- 
tempts to secure for itself better wages, hours, and workmg 
conditions withm the framework of the capitalist system It 
must not, however, be inferred that business uniomsm and 
revolutionary unionism are mutually exclusive classifications 
Many unions which have started with revolutionary aims and 
which still pay at least lip service to their stated ideals have 
mrned for all practical purposes into first-rate collective bar- 
gaming agencies Other unions which are ostensibly busmess 
unions may actually be devotmg most of their thought and 
elfort towards changmg the economic system Almost in- 
variably, as unions succeed m makmg gams for their members 
through busmess unionism, they tend to soft-pedal or lose 
sight of their revolutionary objectives 
It may be noted m passmg that, m America, revolutionary 
ideals have not come spontaneously from the ranks of labor 
Itself They have come, rather, from “mtellectuals” who have 
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attempted to imbue the labor movement with their own zeal 
for reform The utter failure of most intellectuals to under- 
stand the mind of labor is responsible for their lack of success 
The average intellectual reasons somewhat m this fashion 
“The present system is wrong My plan will improve it 
Who suffers most under the present system? Obviously it is 
the workers Therefore they should embrace my program 
with open arms ” Then he is bitterly disappointed when the 
election returns roll m Actually the American worker is 
much more mteiested in personal advancement for himself or 
for his children Free or cheap land, free public education, 
and a rapidly expanding industry have contributed to what 
Professor Perlman calls “opportunity consciousness ” Even 
though the statistical odds may have been against him, the 
worker has thought and acted as if opportunity for advance- 
ment were present for his children if not for himself The 
naive faith in “the value of education” is evidence of this 
Where the woiker has been motivated to group thought and 
action It has most often been in the interest of those in his own 
trade or craft or of fellow employees in the same factory or 
industry Even then, such interests have centered mamly on 
“more benefits here and now ” The “raise” in the pay enve- 
lope secured by business unionism is real and tangible as com- 
pared to vague hopes for a better status for labor under some 
other system a generation or two m the future Consequently, 
we have the amusmg statement by the mtellectuals that “the 
American worker must be taught class consciousness ” Class 
consciousness is a product of the environment and probably 
cannot be taught If unemployment contmues long and wide- 
spread or if our system fads to provide a better status for all 
labor and not simply for a few skilled trades, then we may 
expect class consciousness to arise by itself Untd then, it is 

^ Perlman, Sehg, A Theory of the Labor Movement, The Macmillan Co , New York, 
1928 
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idle to expect an American worker to think and feel like a 
European worker who has been “born to his class” and who 
knows that his son will be born to the same class 

The Trade-Umon or Ciaft Union 

The trade-umon or craft union is composed of the members 
of one particular skilled occupation The large number of 
unions of this type is accounted for by the relative case with 
which It can be organized Workers m the same skilled trade 
can easily see the mterests which they have in common and so 
may be persuaded to band together to protect and advance 
these common mterests The fact that a certain skill or train- 
ing IS mvolved makes it difficult for the employer to obtain 
strike-breakers in times of disputes and enhances the union 
bargammg power If the trainmg of apprentices is m the 
hands of union members, this may be used to prevent the 
development of nonunion competition in response to high 
wages Only one, or at most a very few, wage rates need to be 
agreed upon by the members in order to present a common 
front to the employers Wherever the workers in a skilled 
craft constitute only a small minority of an employer’s total 
working force, an increase m their wages alone may result in 
only a small mcrease m total labor cost and consequently, such 
an employer may be persuaded fairly easily to make concessions 
rather than be forced to shut down his entire plant because of a 
strike by these “key men ” Since the members of the union 
are generally on nearly the same intellectual level and have a 
common standard of living, internal friction due to jealousy is 
kept at a minimum 

Disadvantages of the Craft Union 

The craft umon is extremely vulnerable to technological 
changes in mdustry New machmes are often invented by 
which unskilled or semi-skilled workers can do the work 



370 


PROBLEMS OF ORGANIZED LABOR 


formerly performed by skilled craftsmen If a craft union 
attempts to prevent the mtroduction of the machines in pres- 
ent factories, competitive nonunion factories will be organized 
to use the machmes ® High union wage rates m a particular 
craft may result m substitution of products or materials which 
have lower costs (substitution of poured concrete for brick or 
stone masonry, for example) 

Another difficulty, which is partly the result of changing 
technology and partly mherent m the craft union type of or- 
ganization, is that of jurisdictional disputes A building con- 
tractor, for example, may have signed a contract with both the 
carpenters’ union and the sheet-metal workers’ union He 
then gets a job erecting a buildmg which has specifications 
callmg for metal doors and doorframes The carpenters’ 
union insists that mstallmg doorframes and hanging doors is 
carpenter work and should be done by them The sheet- 
metal workers claim that the doors and frames are made out of 
sheet-metal and must be mstalled by their union Each side 
threatens to strike if the work is given to the opposing union 

Strikes resulting from jurisdictional disputes have brought 
more discredit on the labor movement in the mind of the 
general public than any other smgle cause When an em- 
ployer signs a union contract, his labor troubles should be over 
for the duration of the contract so long as he keeps his side of 
the bargam in good faith Note that m the long run, it is the 
union officials rather than the rank and file of the membership 
who have most at stake m a jurisdictional dispute If the de- 
mand for sheet-metal work is mcreasmg and the demand for 
carpentry decreasmg, youths who are about to learn a trade 
may learn metal work rather than carpentry and even some 
of the carpenters may change their trade to that pf sheet-metal 
work If the number of union carpenters declmes, however. 


^ See p 332 
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the treasury of the carpenters' union will no longer be able to 
support union officials in “the style to which they have become 
accustomed ” If there were but one industrial union embrac- 
mg all buildmg trades workers, the officials of such a union 
would not have such a personal stake in the result and would 
probably not tolerate a strike origmatmg m a jurisdictional 
dispute between their own members 

In the past, organization upon trade or craft lines has left 
unorganized the vast majority of unskilled and semi-skilled 
labor Consequently, as the craft unions raise wages, they are 
subject not only to the elasticity of substitution of capital for 
labor ° but also to the elasticity of substitution of unskilled for 
skilled labor (At least part of the saving in pre-fabricated 
houses results from the smaller amount of skilled labor which 
IS required both m manufacture and m erection ) 

The failure to organize the unskilled also accounts for the 
failure to organize a politically powerful labor party It is 
true that the American Federation of Labor has always op- 
posed the formation of such a party, but its attitude on this 
question might have been qmte different if it had had twenty 
or thirty million members to vote mstead of its two or three 
million skilled workers Many of the reforms which the 
economic system has had to digest smce 1933 might have come 
earlier and more gradually if labor had been better-organized 
politically in the past three or four decades 

Industrial Unionism 

Industrial unions attempt to organize all workers m a given 
industry, regardless of their particular trade, occupation, or 
degree of skill The mdustrial umon is much better equipped 
to meet the problems of changmg technology than is the craft 
union Whether a job is performed by machme or by hand 
or by one trade or another, it still may be done by an mdustrial 


Seep 333 



372 


PROBLEMS OF ORGANIZED LABOR 


union member As the industrial union may have a much 
larger membership than a craft union, it may tj,e able to sup- 
port Its officials and pay for office expense upon the basis of a 
much smaller contribution per member To the extent that 
It IS able to organize an entire industry, it may be better able to 
prevent nonunion competition If the union is able to call a 
strike of the employer’s entire workmg force, skilled as well as 
unskilled, he is not apt to be able to run the plant with strike- 
breakers With larger membership, the mdustrial unions will 
have greater political strength than the craft unions 

Disadvantages of Industrial Unionism 

We have said that the industrial union is better equipped to 
handle jurisdictional disputes due to trade or craft differences 
Such disputes center around the definition of the work of a 
trade or craft As industrial unionism expands, it will begin 
to encounter jurisdictional disputes based upon the definition 
of an industry Several possible bases for demarcation of the 
borderline between one mdustrial union and another may be 
suggested, but each is open to objections 

(1) Require that all those workmg for the same employer 
belong to the same umon In the case of the United States 
Steel Corporation, this would include mmeworkers, who 
might more properly belong to a mmeworkers’ union, struc- 
tural steel erectors, who should belong to a buildmg trades 
mdustrial union, and railroad trainmen and seamen, who 
might be placed more appropriately m railroad and shipping 
unions 

(2) Require all workers making the same product to belong 
to the same union In the case of electric refrigerators, such a 
union would mclude only part of the employees of General 
Motors, Nash-Kelvmator, General Electric Company, and only 
part of the employees of many kitchen equipment manu- 
facturers 
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(3) Require all workers using the same material to belong 
to the same union In the case of leather, this would result 
in a conflict between the jurisdictions of a shoe and leather 
workers’ union, an automobile workers’ union, and a furniture 
and upholstery woikers’ union 

(4) Make the union co-extensive with any employers’ or 
manufacturers’ association m a particular field, for the purpose 
of presenting a united front m bargammg with such an asso- 
ciation Many manufacturers, however, who produce a variety 
of products, are members of more than one association This 
basis would, in many cases, cut across all three of the other 
types of classification 

Two prmciples are mvolved in the selection of the proper 
basis of industrial union organization (1) As far as possible, 
different employers should be kept on the same competitive 
basis in hiring and using union men to make products’ which 
are sold in competition with each other (2) To secure 
solidarity, all workers in one factory should, as far as possible, 
belong to one union As may be seen from the preceding 
discussion, even these two prmciples are not mutually exclusive 

No scheme of classification will be able to work without 
modifications m mdividual cases as questions arise This 
suggests the need of a strong central organization governing 
all industrial unions which will have the power to make and 
enforce somewhat arbitrary decisions as to which union shall 
have the right to organize any particular group of workers 
whose status is in question This will work more' smoothly 
the more any one of our four bases is adhered to as fire primary 
basis of classification, from which exceptions will be made m 
particular cases The greatest danger of conflict lies m the 
possibility of the rapid organization of several different mdus- 
trial unions, each with a different primary basis for member- 
ship Whether the CIO will be found capable of meetmg 
these problems remums to be seen The dismal failure of the 
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A F of L to solve these questions accounts, in the main, for 
the growth of mdustnal unionism outside of, rather than 
within, the Federation 

Another very weighty problem which confronts each indus- 
trial union IS the determmation of dffferent wage scales for 
workers of different skills within the union membership So 
far this problem has been side-stepped by the newer industrial 
unions through the expedient of usmg the existing wage 
scales and simply demandmg a 5 or 10 per cent increase m pay 
for all workers This dodge will not work forever A great 
increase in demand for airplanes, for example, may result in 
an increased demand for toolmakers by the airplane mdustry 
Then, unless toolmakers m the automobile mdustry are paid 
higher wages, they will shift to the airplane mdustry and 
automobile factories would have to close from lack of these 
skilled ’men The automobile factories, however, wdl not be 
able to pay mcreases to all employees Consequently, the auto- 
mobile workers union will have to negotiate wage increases 
for the toolmakers but not for other employees It is even 
quite conceivable that the automobile mdustry may already be 
paying as high a total wage cost as it can afford unless output 
and employment are reduced In such circumstances, if the 
imion wishes to keep all its members employed, it will have 
to negotiate wage increases for the toolmakers and wage de- 
creases for other workers Another circumstance which will 
force the union to consider wage differentials is the mtroduc- 
tion of a new machine Running the new machme is a new 
job and a new wage rate will have to be determined for it 
If the wage on the new job is set too high m relation to the 
amount of skill required, other union members may become 
dissatisfied If the wage is set too low, workers on the new 
job will be discontented and the machme may be introduced 
much more rapidly than necessary owmg to the added mcentive 
of lower wage cost This does not imply that these problems 
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are insoluble (The Amalgamated Clothmg Workers have 
done a lirst-rate job along these lines ) It does indicate, how- 
ever, that if industrial unionism is to avoid the perils of internal 
dissension, it must have leaders with a sound economic knowl- 
edge of the busmess with which they are dealmg and with 
sufficient statesmanship to make the rank and file of the 
workers accept their ideas Leaders must be capable of saying 
No to unwarranted wage mcreases and of ordering wage 
reductions when necessary 

Union Wage Policy 

In the early stages of their organization, most unions take 
the attitude that they are “fightmg the batde of labor agamst 
exploitation by unscrupulous employers,” and there are no 
doubt many situations m which this may represent the facts of 
the case Because this attitude has a certain amount of dra- 
matic appeal to the public it is also usually the favorite pose even 
of officials of a well-established union when they are being 
quoted by the press 

However, once the union has won its struggle for recognition 
and has become the bargammg agent for its members, it is 
actually m the business of selling labor * Whether the union 
Itself recognizes the situation or not, it is actually m much the 
same situation as a monopolist attemptmg to sell his product 
The union may fix the price of labor, but it will then be the 
conditions of demand which determine the number of men 
who will be employed at that price 
In most cases, the demand for labor is a derived demand 
Employers do not generally hire labor for its own sake but 
rather because the labor is capable of making some product 
which the public will buy Thus the demand for labor is 
derived from the demand for the product In any case, where 
It IS possible to vary the proportions of capital and labor which 


■*See Schlicter, Sumner, American Economic Review, March 1939, pp 121-137 
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are used in making a product, the demand for labor, in the 
long run, will be more elastic than the demand for the product 
Itself 

A source of possible confusion which may prevent the union 
from perceiving clearly the full implications of its wage policy 
IS the fact that the short-period demand for a certain type of 
labor may be fairly inelastic while the long-run demand for 
the same labor is extremely elastic The building trades offer 
a good example of this Assume that a certain contractor has 
signed a contract to build a large apartment house Such a 
contract usually provides a bonus if the building is completed 
ahead of the agreed date and a penalty for delayed completion 
The contractor, therefore, is in a position where he may agree 
to considerable wage mcreases without cuttmg down his work- 
ing force Indeed, after a brief strike is settled, he may even 
hire more men than before m order to complete the job on 
time He is in a position where he may have to forego his 
profits, or even take a small loss, m order to avoid a greater 
loss On all future contracts, however, this contractor and all 
others dealing with the union will regard the new high wage 
scale as given cost data in settmg their bids The cost of 
building apartments and hotels may then be so high that it 
will be impossible to make a profit from their rents No 
hotels or apartments will be built at such costs, and the vast 
majority of the buildmg trades workers will then find them- 
selves unemployed 

Only m the event that the elasticity of demand for a given 
type of labor is less than unity will it be possible for the entire 
group to benefit by a wage high enough to result m some 
unemployment Under this circumstance, it might then be 
possible to assess dues upon those who are employed and pay 
out of work benefits to those who are unemployed In any 
case, where the elasticity of demand for labor is greater than 
unity, total wages paid out will be less at a high wage than at a 
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low wage In sucli circumstances, any wage high enough to 
result m unemployment means a net loss to the union member- 
ship considered as a group If all wages were pooled and then 
divided equally among the membership, both employed and 
unemployed, the effects would be apparent to everyone In 
actual practice, the majority who remam employed will gam 
at the expense of the minority who are unable to find 
work 

There may be cases m which an mdustry is composed of a 
large number of efficient employers and a few very inefficient 
ones, who manage to stay m busmess because the general wage 
level m the industry is low In such circumstances, a higher 
union wage level imposed on all employers would drive the 
mefficient ones out of competition If the other employers 
were all operating under conditions of decreasing costs, they 
might then be able to absorb (even at the higher wage) all the 
employees who are laid off by the firms which fail Cases like 
these are among the few in which mmimum wage laws may 
benefit labor as a whole 

The position of the union official with respect to the wage 
problem is by no means a happy one He may happen to 
understand the economics of the situation without bemg able 
to enforce his pohcies Let us suppose that the wage scale is 
the highest which can prevail for the time bemg without re- 
sulting m serious unemployment A rival for the office may 
then make political use of the situation, tellmg the members, 
“What has this fellow done for us? We haven’t had a raise 
m two years Put me m office and I’ll see that we get action ” 
The official is then faced with a situation where he must 
either convince tlie membership that the present wage is better 
policy than a higher one, or yield to pressure and fight for a 
higher wage which he believes will be injurious to the union s 
best mterests, or lose his office to the rival who will fight for 
the higher wage 
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Hours of Labor 

Historically, we have witnessed the somewhat startling 
phenomenon of mcreased productivity per worker with a 
shorter working day Not all of this increased productivity can 
be traced to the shorter day since new machmery and new 
methods have been introduced m many instances There have, 
however, been many experiments m which, with the same 
machmery and methods, the length of the workmg day has 
been reduced from twelve to ten hours, or from ten to eight 
hours, with an actual increase m total output from the same 
labor force. Wherever increased productivity results from a 
decrease m hours, there is a clear gam both to the employer 
and to the worker. 

We have probably approached the limits of such gams in 
many industries Productivity per hour might still be in- 
creased through a shorter day, but it hardly seems reasonable 
to expect that a man will produce more m six hours than in 
seven or eight hours Several factors are at work The m- 
creased productivity of the eight-hour day over the twelve-hour 
day IS largely accounted for by the proper amount of rest 
given by the eight-hour day Once a worker has sufficient 
time to get the rest he needs, this source of possible mcreased 
productivity tends to be exhausted It is also well-known that 
even m short workmg days the first and last hours are the least 
productive due to “getting mto the swmg” and “gettmg ready 
to stop ” If the day is shortened from eight to six hours, these 
two hours become one-third of the total working time and 
productivity m the other hours would have to mcrease con- 
siderably to make up for them as well as for the two-hour 
decrease m the length of the day It may still be the case, 
however, that many mdustries will find productivity mcreased 
by a reduction from a six-day forty-four-hour week to a five- 
day forty-hour week 

In many labor disputes we must be careful to distinguish be- 
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tween the demand for an actual shorter working day and a 
shorter “basic day ” The latter is usually a demand for higher 
wages m disguise The workers do not care to work shorter 
hours in such a case, but they want the overtime wage rates to 
begin at an earlier hour Workers have sometimes struck for 
a shorter “basic day” and then have been very much disap- 
pointed when the employer shortened the length of the actual 
working day One argument can be oftered for the short 
basic day It may be a means of making the employer pay 
higher wage rates m rush times when he can afford to do so, 
without compellmg him to pay the same rate when work is 
slack This will be the case, however, only when the actual 
day IS the same length as the basic day m the slack seasons 

“Share the Wor^" 

The shorter workmg week has recently been advocated as a 
means of rehevmg unemployment It is open to serious ques- 
tion m this respect In most cases, the employer cannot afford 
to pay the same wage for a shorter week, unless productivity 
IS as great m the shorter week as in the longer one If the 
productivity is as great, he will require no additions to his 
present working force to produce the same amount of product 
If wages per week are reduced in proportion to the reduction in 
working time, this becomes a method of sharmg the unem- 
ployment If the week is reduced from forty to thirty hours, 
and the wage from $40 to $30, we may say diat all workers 
who were formerly employed at forty hours are now 25 
per cent unemployed However, it is by no means certam that 
in such a case the employer would hire 25 per cent more men 
to make up for the reduced hours 

There are several reasons for this In some cases the employer 
may be producmg for stock m order to keep his workmg force 
employed Such an employer would not be motivated to take 
on more workers by a reduction in hours For every em- 
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ployer, the hiring of added men means an increase in expense 
for workmen’s compensation msurance and an increase in 
payroll taxes for social security If this happens to result in 
higher unit costs, the operatmg force will not be mcreased by a 
full 25 per cent The possible effect of shifts in demand may 
also affect the final result Assume that WPA workers now 
receiving |20 a week are employed at $30 per week as a result 
of the shorter week This represents an mcrease of $10 per 
week in their “puichasmg power” Agamst this, we have a 
drop of $10 per week in the purchasing power of the workers 
who were already employed and whose wages declme from 
$40 to $30 The mcrease m demand of the first group will be 
concentrated mostly on “necessities,” while the decreased de- 
mand of the second group will be mainly m the field of “com- 
forts” and “luxuries ” Whether total employment resulting 
from these opposite changes will mcrease, decrease, or remain 
unchanged, is difficult to prophesy 

Worthing Rules 

Different unions have different working rules, varying from 
a few short and simple regulations to a long and complex 
document We shall consider only some of the most common 
As a union achieves a high wage scale, there is a tendency on 
the part of the employer to substitute lower-paid labor for 
union members wherever possible Many union rules are 
drafted in an attempt to defeat this practice For example, a 
rule may specify the number of apprentices or helpeis which 
may be hired for each union man on the job Other rules may 
specify very carefully the type of work which must be done by 
master craftsmen and that which may be done by apprentices 
or helpers (A carpenter’s helper may drive nails but must not 
use a saw, plane, or chisel ) 

Another group of rules may deal with restriction of output 
That IS, that which constitutes a “day’s work” is specified and 
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no union member may exceed this performance The original 
argument offered for such regulations is that they are designed 
to prevent the driving or “sweating” of workmen by the em- 
ployer In many cases, however, the amount of the “day’s 
work” has been steadily reduced through other motives 
Both apprenticeship rules and restriction of output are usu- 
ally the result of a very common fallacy m union reasoning, 
namely, the assumption that there is a fixed amount of work 
to be done The idea is then that if each man does less work, 
or if the work is confined to master craftsmen as far as possible, 
theie will be more jobs for union men This idea is valid only 
if the demand for the product is perfectly inelastic With any 
considerable amount of elasticity of demand for the product 
(as IS more often the case in reality), these rules may have the 
effect of decreasing the employment of both union men and 
helpers An example of this case may be helpful Let us 
assume two different sets of cost figures for a five-room house, 
as follows 


CASE I 


3 Union men 11,500 

9 Helpers 900 

Matenals 1,600 


Total cost 14,000 


CASE II 


6 Union men |3,000 

6 Helpers 600 

Materials 1,600 


Total cost 15,200 


If conditions of demand for these houses are such that 300 of 
them would be bought at $4,000 but only 100 at |5,200, the 
employment situation would then be 

CASE I CASE II 

Union men employed 900 Union men employed 600 

Helpers employed 2,700 Helpers employed 600 


Total employment 3,600 Total employment 1,200 

Now let US assume that mstead of reqmring a ratio of 1 union 
man to 1 helper. Case I is altered by cuttmg the union “day’s 
work” m half The cost situation would then be 
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CASE III 


6 Union men $3,000 

9 Helpers 900 

Materials 1,600 


Total cost $5,500 


If the demand is such that 90 houses will be bought at $5,500, 
the employment situation will then be 

CASE III 

Union men employed 540 

Helpers employed 810 

Total employment 1,350 

We have, of course, picked a situation of very elastic demand 
(although It may be a close approximation to the facts) The 
point to be emphasized is that the union cannot count on a 
change m working rules to “increase the number of jobs” 
unless It is actually certam that the demand for the product is 
extremely inelastic Agam we see the necessity for the union 
to recognize that it is m the business of sellmg labor-power and 
that It must pursue a wise price policy m its own self-interest 

The National Labor Relations Board 

Under the act estabhshmg the National Labor Relations 
Board, an employer is compelled to engage m collective bar- 
gammg with a union chosen by his employees Thus the 
“right to bargam collectively” has now acquired legal status 
The employers who have gone to such violent lengths m op- 
posmg union organization are probably more responsible for 
the passage of this act than any other smgle cause If it does 
nothmg else, the act should tend to reduce the number of 
strikes where union recognition is the mam issue 
The ultimate benefit to labor as a result of this act depends 
not so much upon the decisions rendered by the Board as it 
does upon the ability to orgamze competent business unions 
(either craft or mdustrial) m the previously unorgamzed fields 
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Unions m the past have been the products of a slow and steady 
growth which has given them a chance to develop competent 
officials and to understand the necessity for a strong union 
discipline There is grave danger that the new unions which 
have been established by mushroom growth will prove so ir- 
responsible that public reaction will start the pendulum swing- 
ing the other way again ]ust as it did after the experience with 
the War Labor Board 



CHAPTER XXI 



T he earlier chapteis of this book touched only lightly 
the question of unemployment This omission was occa- 
sioned by the fact that m most of our discussion we have been 
concerned with the analysis of long-run equilibrium condi- 
tions In other words, we have said to ourselves “Here is a 
certain set of economic forces, given a sufficiently long period 
for these forces to exert their full effect (with no change in 
other data meanwhile), what will be the final result when 
equilibrium is attained Involuntary unemployment of labor 
(or of any other factor of production) is not consistent with 
long-run equilibrium In fact, the existence of involuntarily 
unemployed units of factors of production is evidence that full 
equilibrium has not been attained, for these unemployed units, 
rather than remam unemployed, will underbid the price which 
IS being received by the employed units This is another way 
of saymg that when unemployment exists, the prevailmg price 
of a factor is not the final equilibrium price On the other 
hand, if the price of a factor is the equilibrium price, then the 
presence of unemployed units of the factor (willing to work 
at that price) is evidence that firms and mdustries have not 
yet expanded to their equilibrium output, at which equilibrium 
output all of these previously unemployed units of the factor 
will be hired In any event, we see that involuntary unemploy- 
ment IS a short-run rather than an equilibrium phenomenon 
We must recognize, however, that m the actual world full 
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equilibrium is never attained Usually before full and final 
equilibrium can be attained under one set of conditions, the 
conditions themselves change (new inventions and discoveries 
are made, shifts in demand for products occur, changes in 
banking policy take place, and so on) These changes call for 
an equilibrium adjustment different from the previous one, 
but before this can be fully attained the conditions will change 
again, and so on The question of unemployment becomes, 
then, not a question of final equilibrium, but a question of 
whether the economic system can adapt itself rapidly enough 
to changes m conditions so that units of a factor that are 
thrown out of employment by a change can be re-employed 
within a reasonable length of time 

Unemployment of labor may be classified under several 
mam causal heads as follows 

1 Seasonal unemployment 

2 Casual unemployment 

3 Cyclical unemployment 

4 Technological unemployment 

5 Voluntary unemployment 

6 Unemployables (personal unemployability) 

Seasonal Unemployment 

Seasonal unemployment, as the name implies, is caused by 
seasonal changes m the demand for labor in certam mdustries. 
These seasonal changes may be attributed either directly to 
changes m the weather or to conventional practices Ex- 
amples of occupations which are seasonal because of weather 
are har vesting, lumbering, navigation on the Great Lakes, work 
at summer resorts, and so on Conventional seasons may be 
occasioned either by the existence of certain holiday busmess 
or by traditional trade pracuces Thus, the department stores 
always hire extra help for the Christmas and Easter rushes 
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The former practice of the automobile manufacturers of in- 
troducing their new models at the first of the year gave rise 
to a peak demand for labor in the early spring months with 
a sharp falling off in employment during August, September, 
October, and November They have now attempted to remedy 
this somewhat by bringing out new models m the late autumn, 
when demand would otherwise be slack A still better solu- 
tion, for the purpose of decreasing seasonal unemployment, 
would be for each manufacturer to bring out his new models 
in a different month Such an agreement is not likely to be 
adopted, however, for fear it would give a competitive advan- 
tage to one manufacturer or another In other mdustries many 
methods of reducmg the amount of seasonal unemployment 
have been developed, but much more can be accomplished than 
has been done to date, particularly by the application of known 
methods by firms and mdustries which do not now use them 

Casual Unemployment 

Casual unemployment is occasioned by more or less hap- 
hazard fluctuations in the amount of work to be done in cer- 
tam trades The classical example of casual unemployment 
has been the work of the longshoremen who load and unload 
ocean freighters The irregularity of steamship arrivals results 
in the need for a large number of workers some days and none 
on other days This results m a large number of men “hanging 
around” m the hope of obtaming work, but actually working 
only a small proportion of the time The situation is aggra- 
vated m those ports where the longshoremen must report to 
an individual steamship company’s dock, thus keepmg an 
unemployed “labor reserve” for each mdividual company In 
ports where a central “hirmg hall” is mamtained for longshore- 
men by either the union or an emj^oyers’ association, employ- 
ment fluctuates only with the tgtal number of ships m port 
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rather than with the number at any particular company’s dock 

Both seasonal and casual unemployment are partially com- 
pensated for by a higher hourly wage than that prevailing m 
other occupations requiring equal skill but offering more regu 
lar employment This solution, however, is satisfactory neither 
to the employer nor to a great many of the employees The 
employer has higher labor costs than he would have if he could 
offer more regular employment Only those employees gam 
who are employed a greater proportion of the year than is 
the average expectancy in such an irregular occupation For 
example, an oiler on a Great Lakes freighter which starts 
operation at the opening of navigation in April and continues 
m service till the close in November or December, may make 
higher annual earnings than an oiler on a stationary engine 
ashore On the other hand, an oiler on a vessel which does 
not start to operate until late m June and which lays up in 
early September will earn far less than the man on shore 

Some connection may be noted between irregularity of em- 
ployment and violence m labor disputes, although the exact 
causal relationship is not clearly established It may be that 
irregularity of employment begets irresponsibility among the 
workmen, it may be that irregular employment attracts an 
irresponsible type of man, or it may be that irregular employ- 
ment prevents the establishment of a disciplmed trade-union 
membership In any event, strikes in the seasonal and casual 
trades, when they do occur, are usually notorious for their 
violence and destruction 

Cached Unemployment 

Cyched unemployment is that unemployment connected 
with those fluctuations m business activity that are known as 
business cydes A fullerMiscussion of the causes of the cycle is 
reserved for a later chapter For the purposes of this chap- 
ter we are concerned solely with the relations between busi- 
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ness cycles and unemployment In the expansion (or pros- 
perity) phase of every busmess cycle, prices are rising ^ This 
rise in prices contributes to cause an increase m wage rates in 
two ways (1) as prices rise more rapidly than costs, oppor- 
tunities for profits appear, causmg old firms to expand and 
new firms to enter old industries, thus creating an increased 
demand for labor (demand curves for labor in various in- 
dustries shift to the right), (2) as costs of livmg advance, 
workers are motivated to insist on receiving higher wages and 
are encouraged to do so by the fact that various employers 
m the same or different industries are bidding for their serv- 
ices (supply curves of labor for mdividual mdustries shift to 
the left, because opportunity costs are higher) Thus for each 
firm we have an increased demand for labor in terms of 
money and a decreased supply of labor m terms of money, 
both contributing to cause a rise m the wage late 
At the start of this period unemployment may have existed 
(due to a past cycle) As soon as all workers are employed, 
however, further increases in wages will not result m a greater 
total number of employed workers, but merely m shifts of 
workmen from one firm or mdustry to another as employers 
bid competitively for labor services and one employer outbids 
another To the extent that the banking system is creating 
bank money (deposit credit) and loanmg it to busmessmen, 
this competitive biddmg for labor and increase of demand for 
labor m terms of money is intensified 
It must not be mferred from the precedmg discussion that 
the position of labor m the “prosperity” phase of the busmess 
cycle IS as roseate as would appear at first sight Of course, 
the workers who were previously unemployed and who now 
find jobs are better off (They would have-been still better off 


^ This expansion phase and these nsing prices may have been caused either by an 
innovation or by expansion o£ credit by the banking system, or by both See 
Ch XXXV on “Business Cycles’* 
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had there been no previous cycle to throw them out of work 
m the first place ) Remember that we have been talking 
about demand for labor in terms of money and about money 
wages To the extent that the costs of livmg are rismg faster 
than money wages, real wages are actually declining Real 
wages are the amount of goods that money wages will buy 
Thus, m times of rapidly rismg prices, a |40 00 a week wage 
may buy fewer steaks and potatoes and shoes than a $20 00 
a week wage could buy before the price rise 
It IS, however, with the recession and depression phases of 
the business cycle that we are primarily concerned m a dis- 
cussion of cyclical unemployment As we shall point out m 
the following chapter, if a period of inflationary prosperity is 
allowed to develop, a deflationary reaction is inevitable As 
prices fall below average variable costs, firms find it prefer- 
able to close down rather than to continue m operation, and 
men are thrown out of work Other firms whose demand 
curves have shifted to the left, although they may not close 
down, will find it advisable to restrict output and consequently 
to reduce the number of their employees If a previous mfla- 
tionary prosperity has been allowed to develop, a considerable 
amount of deflationary unemployment will be unavoidable 
The problem is then to care for the unemployed m such a 
way that the depression will not be prolonged nor unemploy- 
ment increased by the methods of relief Some aspects of this 
problem will be discussed later 
We must not overlook the importance of rigid wage rates as 
a force which tends to mcrease the amount of cyclical unem- 
ployment which ordmarily accompanies a busmess recession 
High wages prevail at the end of a period of prosperity But 
It IS only while high prices and large volume of busmess pre- 
vail that busmess firms can afford to pay these high wages and 
to maintain the same number of workers employed As prices 
fall, some firms are forced to restrict output and others to 
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close down entirely However, if wages should decline as 
rapidly as prices, the firms would not find it to their ad- 
vantage to restrict output so drastically, nor would so many 
firms be forced to close down From our discussion of costs 
we may recall that a firm will continue in operation as long 
as price is above mmimum average variable costs (fixed costs 
need not be covered in the short run, and a depression is a 
short run event) A declme in wages lowers average variable 
costs and lowers marginal costs Consequently, a fall in the 
price of the product that would force a firm to close if wages 
remain high, need not force this firm to close if wages fall 
along with the price of the product 
We see, then, that the policy advocated by some people m 
1930 of “mamtainmg wages in order to maintain purchasing 
power” was an economic fallacy A simple example will serve 
to make this clearer even m terms of “purchasmg power” 
Suppose that there is a factory employmg 10,000 men Sup- 
pose next that to keep wages at $40 00 per week the factory 
will have to reduce its workmg force to 5,000 men Total 
purchasmg power of the men who remained in employment 
would then be $200,000 00 per week; the other 5,000 men 
would be thrown on relief On the other hand, suppose that 
with a 25 per cent cut ($40 00 to $30 00) all 10,000 might re- 
main employed Total purchasing power would then be $30 00 
times 10,000, or $300,000 00 per week, and there would be no 
relief burden Even if only 8,000 could be employed at $30 00 
per week, total purchasmg power would be $240,000 00, and 
only 2,000 would be unemployed 
It should not be inferred that rapid declmes m wages will 
be sufficient to prevent all unemployment in periods of busi- 
ness recession Some mdustries will have become so greatly 
overexpanded durmg the period of prosperity that no rate of 
wages greater than zero would permit the continued employ- 
ment of all men m those mdustries But no careful student 
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of the problem would deny that fallmg wages would tend to 
reduce the volume of cyclical unemployment by a considerable 
amount This is not a case of bemg hard-boiled, it is simply 
facmg squarely the economic facts instead of lookmg at them 
through out-of-focus pink glasses 

Trade-union wage policy should be examined m the light of 
these facts All trade-unions find it easier to obtain wage ad- 
vances during a period of prosperity, both because the employ- 
ers can afford to pay more and because a strike would be 
very costly to employers at this time Some unions are astute 
enough to agree to voluntary wage cuts m periods of busmess 
recession m order to keep a majority of their membership em- 
ployed Others are notorious m refusmg to cut wages a single 
penny, even during the depths of the period of depression 
When a union msists on mamtammg prosperity wage levels. 
Its full membership will be employed only at peaks of pros- 
perity, when prices justify paymg such wages At all other 
times a greater or less number of its members will be with- 
out employment There is some question as to whether this 
type of unemployment should be called cyclical unemploy- 
ment or “voluntary trade-union unemployment ” 

Technological Unemployment 

Technological unemployment is a phrase which has caught 
the fancy of the public in recent years, and more than the 
usual stock of misinformation has appeared m the public 
prints By technological unemployment is ordinarily meant 
the displacement of labor by machines, by new methods of 
production requirmg less labor for a given output, by new 
substitute products (for instance, rayon versus cotton), or by 
consolidations of existing firms (for example, mergers) The 
supposed displacement of labor by machines is the most spec- 
tacular of these technological factors and has consequently re- 
ceived the most attention, but the other forms fall in exactly 
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the same economic category and are subject to the same type 
o£ analysis 

Before gomg fuither into the question we must examine 
the meanmg of the phrase “displacement of labor” more care- 
fully. A casual observer may look at a new machine and say, 
“Here is a machine that will do the work of 25 men It will 
throw 25 men out of work ” But if the time of ten men is 
required — some of them to run the machme, some to keep it 
m lepair, and some to make new machines as this one wears 
out — ^the net displacement of men by the machine will not be 
25 but only 15 men 

Even so, will the introduction of machinery decrease the 
total number of jobs available? A careful economic analysis 
will show us that m the long run it cannot do so The logic 
of the situation is as follows use of the machme (or other 
“labor-saving” method) must give rise to lower costs, other- 
wise It would not be adopted Given this fall in costs, vari- 
ous possibilities present themselves, depending upon the de- 
gree of competition which prevails in the mdustry and upon 
the nature of the demand for the product. These possibilities 
are. (1) the price of the product falls by the full amount of 
the fall in cost, (a) elasticity of demand for the product being 
equal to or greater than unity, (b) elasticity of demand for 
the product being less than unity, (2) the price of the product 
remams the same, and the difference between price and cost 
goes into a monopolistic employer’s pocket We shall now 
consider each of these possibilities and its consequences 

1 (a) If the price of the product falls by the full amount 

of the fall m cost and the elasticity of demand for the product 
IS equal to unity, the same number of men will be required 
to run the machmes producing a larger output (mcrease in 
amount purchased is proportional to the fall in price) as was 
required to produce the former smaller output without the 
use of the machine No labor is displaced If the elasticity 
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of demand for the product is greater than unity, die increase 
in amount purchased will be greater proportionately than the 
fall in price, and more men will be required to produce the 
greatly mcreased output than were needed by the industry 
before the introduction of the machme This is no mere ex- 
ample of “logic chopping” but has been borne out by actual 
experience when new machinery was introduced in many m- 
dustries For example, the Owens glass bottle-blowing ma- 
chine when introduced was supposed to do the work of 100 
men blowing bottles by hand Yet, with the fall in price 
caused by consequent lower production costs, so many more 
glass bottles were used (foi example, pickles and olives were 
now sold m glass bottles mstead of in bulk from a barrel) that 
the mdustry soon employed many more thousands of men 
than were employed in the old days of blowmg by hand 
Henry Ford has introduced one automatic, or semiautomatic, 
machme after another mto his factories, and yet with the steady 
declme m the price of the Ford car the number of Ford em- 
ployees has grown from 1,000 to over 150,000 General Motors, 
which m 1912 employed 16,584 men, m 1937 with much more 
eflSicient machmery employed over 200,000 The 1937 figures 
are chosen so as not to include the effects of war orders 
Similar results occurred from the introduction of the Imotype 
machine mto the printing trade and from the introduction 
of machmery mto other mdustries, accompanied by falling 
prices and elastic demand for the products 

1 (b) If the price falls and the elasticity of demand for 

the product is less than unity, the public will not have to 
spend so much to buy the same or a slightly greater amount 
of this product than it did before The difierence between 
what the public formerly spent and what it now spends is re- 
leased as additional purchasmg power to buy more of other 
goods The workers displaced by the machme may be re- 
employed m the making of those other goods It will be a 
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question of how rapidly they can shift over to the other in- 
dustries However, we notice that the total number of jobs 
available is not decreased 

2 If the employer is in a position to keep the price the 
same as before and to keep the saving in cost for himself, he 
will do either one of two things with the extra money spend 
It, or invest it If he spends the money, the solution is the same 
as was given under 1 (b) — ^that is, the number of workers 
displaced by the machme will be required to make the prod- 
ucts for which he spends the money Moreover, the employer 
who spends the money is qmte likely to spend it for “luxury 
goods ” Most luxury goods require more hand labor than a 
larger quantity of less expensive goods that would sell for the 
same amount of money Hand labor or hand finishmg is 
required to give luxury goods their element of “distinction ” 
Luxury goods are also often made to individual order and 
consequently are not adaptable to mass production If this 
IS the case, then more labor will be required to make the new 
goods than was released by the mtroduction of the machine 

If the employer invests the money, this is just another way 
of saying that he is spending it for producers’ goods rather 
than for consumers’ goods Workers will be required to build 
the factories for which the money is spent and to run them 

We have examined all the possibilities and found that, m 
the long tun, technological unemployment is an economic im- 
possibility The steady growth both in total number of em- 
ployed and in the percentage of total population gainfully 
employed (women workers m industrial employment and of- 
fices were almost unknown prior to 1890) since the Civil War 
lends substance to this view In the short run, technological 
unemployment, if it occurs at all, occurs because the mtro- 
duction of successive new inventions throws men out of work 
more rapidly than they can be re-employed in the ways out- 
Imed above Whether this is actually the case at the present 
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tune we have no way of knowing, since the Federal Govern- 
ment (regardless of which party is m power) has persistently 
refused to count the number of unemployed to find out how 
many there actually are Recent figures are more accurate, 
but It is still a difficult question to determine by a census whether 
workers are voluntarily or mvoluntarily unemployed Ordi- 
narily, most of the^ figures on unemployment that appear m 
the papers are wild statistical guesses, and many of them are 
biased guesses Furthermore, the constant recurrence of the 
business cycle is an important factor m delaymg or impeding 
the re-employment of workers as machmes take their places 
in different industries MucA or all of what is commonly 
called technological unemployment may really be cyclical un- 
employment 


Voluntary Unemployment 

Voluntary unemployment may be of several varieties Some 
people have sufficient independent income to support them- 
selves and do not care to work These people need not con- 
cern us further, although the socialist would say that they are 
drawing an income from a society to which they contribute 
no productive services Another group of people are unem- 
ployed because they are waiting for a higher wage than is 
being offered to them at present If the worker does not have 
to remam unemployed any great length of time before he 
obtains work at the wage he is msistmg on, this constitutes 
no serious problem Note, however, that the longer he remains 
out of work, the longer must he be employed at the higher 
wage to make up the loss occasioned by not workmg For 
instance, suppose a worker is offered $1,500 00 a year but is 
holding out for $2,000 00 If he has to wait a full year until 
business conditions improve and he can find a $2,000 00 job, 
he will then have to work for three full years at $2,000 00 in 
order to recover the money he has lost by bemg idle a year. 
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We must not overlook the mfluence of too generous relief 
payments m swelling the volume of voluntary unemployment 
If relief payments are |10 00 a week and jobs are being ofiered 
at 1 15 00, there will be many who will prefer not working 
for 110 00 a week to workmg at |1500 Unless relief rolls 
are carefully pruned and men lemoved from the rolls when 
they refuse proffered jobs, the payment of relief may be a 
serious factor in prolonging a period of business depression 
We have already spoken of voluntary tiade-umon unem- 
ployment, occasioned because a union sets so high a wage that 
a large number of its members will not be employed If, under 
this situation, it was always the same individuals who remained 
continuously out of work, this condition could not last The 
workers who were out of work would either msist that the 
union fix a lower wage at which tliey might be employed, or 
they would leave the union and accept lower than union- 
scale wages in order to find employment What really hap- 
pens in many trades, however, is that mstead of half the work- 
ers being employed all the time and the other half none of 
the time, there is a longer interval between jobs, and all the 
workers are employed half of the time The use of a union 
“waitmg list,” on which the man who has been out of work 
longest is placed at the top of the list and gets a job first, is 
almost a guarantee that this situation will result Thus, when 
the members are unemployed a considerable share of the time, 
they are likely to place all of the blame on “bad busmess condi- 
tions” instead of attributmg part of the blame to the union 
wage policy Even if an individual member is aware that the 
high wage policy is resultmg m unemployment, there is al- 
ways the chance, or the hope, that the next job which he gets 
will be one that lasts a long time so that he will make good 
earnings at the high wage rate Consequently he may do 
nothmg to oppose the wage policy of the union 
Where chronic trade-union unemployment exists, the usual 
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remedy adopted by the union is to decrease the number of ap- 
prentices who are allowed to learn the trade If maintained 
long enough, this policy will eventually ehmmate the unem- 
ployment m the trade, but it has other, more serious conse- 
quences Since fewer men are allowed to enter this trade, 
there will be more men competing for jobs m other occupa- 
tions and so tendmg by their competition to lower the wages 
of others Also, the other workers will have fewer goods at 
higher prices, as manufactured by the monopolistic trade union 
For example, the stumbling block m the path of all efforts to 
provide adequate low-cost housing for the poor has been the 
high cost of buildmg-trades labor 

By unemployables is ordmarily meant those people who are 
physically or mentally incapacitated for work It is true that 
there are some people who are absolutely incapable of domg 
any productive labor whatsoever But, except for this class of 
people, the term unemployables should not be used except 
with reference to a certain wage rate There may be many 
partially mcapacitated people who are not capable of earning 
the wage rates that are being paid by mdustries at present 
Some of these may be cared for through the organization of 
industries to take advantage of what capacities they have (for 
mstance, the mdustries now run by the blind) Others may 
find work by working at lower wages to compensate for their 
lack of efficiency But if a minimum wage is imposed by law 
without making some special provisions for this type of worker, 
It will be surprismg indeed if the number of unemployables does 
not increase 

' Unemployment Relief 

Our attention now turns to methods of unemployment re- 
lief Public conscience m the more mdustrialized countries 
has attamed to the pomt where it will not allow the mvolun- 
tarily unemployed to starve Praiseworthy as this attitude is. 
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It should not lead us into a blind sponsoring of all proposed 
relief methods regardless of their individual merits It is ex- 
ceedingly important that the methods of relief adopted should 
not be such that they will tend to mcrease the number of un- 
employed, to make unemployment permanent, or to prolong 
busmess depressions While we have not the time to examine 
all proposed schemes of relief, if we can develop an under- 
standmg of the principles involved, we shall then be able to 
apply these prmciples as a test of the economic practicability 
of such measures of unemployment relief as come to our notice 

In the first place, relief payments are said to “create a vol- 
ume of secondary employment by putting purchasing power 
into the hands of the consumer ” What is meant by this state- 
ment is that other people will be employed to make the goods 
which the relief recipient buys with the relief money But is 
this statement correct, will unemployment be increased? To 
answer this question, we must know from whence comes the 
money for the relief payments If a government obtains money 
from someone who would otherwise have spent it anyway, 
his spendmg would have created just as much “secondary em- 
ployment” to make the goods which he buys as does the spend- 
ing of the money by the relief recipient Only in the event 
that a government obtains money that would otherwise have 
remained idle, does government spending for relief actually 
“prime the pump” and provide additional secondary employ- 
ment 

The sources from which a government can obtain funds for 
relief purposes are few taxation, borrowing, and the prmting 
of new paper money. If taxes are collected from people who 
would otherwise have spent the money or invested it (spent 
It for producers’ goods), then obviously no additional pur- 
chasmg power is placed in circulation Money is merely taken 
from the hands of the taxpayers and put into the hands of 
the relief recipients The same money is spent, but a differ- 
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cnt person spends it The same reasonmg applies in the case 
of government borrowing To the extent that the people or 
the banks who buy the government bonds would otherwise 
have spent the money or invested it m private industry, pur- 
chasing power IS not increased but merely shifted Moreover, 
to the extent that government bonds (with their tax exemp- 
tion privilege) compete with mdustrial securities for the in- 
vestors’ funds, the expenditure of mdustrial companies for new 
equipment is delayed It is the so-called “heavy industries” 
(manufacturing of machine tools, steel, and so forth) which 
make this new equipment Furthermore, it is in these same 
“heavy mdustries” that the greatest volume of unemployment 
occurs during business depressions, and it is these mdustries 
which must stage a recovery if the unemployed are to be “re- 
absorbed into private employment ” 

We have said that only m the event that government funds 
(obtained through taxation or borrowmg) would otherwise 
have remamed idle will purchasmg power increase through 
spending for relief But why is it that funds remam idle? 
Ordinarily the only reason why either banks or private indi- 
viduals retain cash in excess of theu: normal requirements is 
the fear that whatever mvestments they could make would 
turn out to be losses The flotation of huge government bond 
issues may serve to prolong this period of fear Everyone 
knows that sooner or later taxes will have to be raised to pay 
the mterest and principal on these bonds The question m 
everyone’s mmd is, then, **W^ho will be taxed and how much ? 
Certain mdustries which appear to be fields of favorable in- 
vestment might turn out to be losers if heavily taxed Other 
mdustries, depending on a luxury demand, may prove to be 
failures if heavy taxes on mcomes cause people to economize 
by not buymg their particular goods In this connection, the 
immediate imposition of taxes for relief purposes would be 
less demoralizing to the investment market than government 
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boi rowing is, because soon after the taxes were imposed their 
effects could be noted and investment could then proceed on 
a basis of sound knowledge 

The third method that we have mentioned — printing of new 
paper money for relief purposes — ^is open to still more serious 
objections than the other two As the new money finds its 
way into the banks, it will act as enlarged reseives on which 
a still greater volume of expanded bank credit can be created, 
and the subsequent depression will be even more violent than 
the one which the inflation was designed to relieve 

These considerations do not lead us to the conclusion that 
relief should not be given Relief measures, however, should 
be regarded simply as what they are relief measures, and not 
means of stimulating business recovery Hence the relief meas- 
ures should be kept to the necessary minimum so as not to in- 
teifere with the process of normal business recovery This 
points to the superiority of direct relief over work relief as 
being less expensive A further argument against work re- 
lief may be advanced Insofar as recovery in the building 
trades is being delayed by high prices of building materials 
and by high wages, government purchases of those materials 
will tend to prevent or to delay the necessary fall in prices, and 
government hiring of the workers (particularly if “prevailing 
wages” are paid) will tend to prevent or delay the fall m wages, 
thus retarding the resumption of buildmg construction by 
private enterprises 

If we wish to elimmate cyclical unemployment, rather than 
merely to devise relief measures when it occurs, we must di- 
rect our attention to devismg ways of preventing the periods of 
inflationary prosperity which brmg business depressions as their 
consequences 
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Social Security 

PROBLEMS of provision for industrial accidents, un- 
employment, old age, sickness, death of the breadwmner 
of a family, and care for mothers may be grouped undei the 
general head of the problem of social security In the days 
when society was characterized by the self-suflScmg, or nearly 
self-sufficmg, farm family, some of these problems did not exist 
and the others were handled m a more or less competent fash- 
ion by the family group itself, supplemented at times by the 
contributions of private charity In more recent times, chang- 
ing mdustrial and social organization has (1) rendered the 
worker dependent on a money wage as practically the sole 
source of mcome,. (2) reduced the size of the family and scat- 
tered It geographically, abolished, or severely curtailed, 
child labor as a possible source of additional family income, and 
(4) resulted m periodic widespread unemployment Unem- 
ployment, in addition to being a problem itself, has rendered 
the worker less able to meet from his own income the other 
problems enumerated m the first sentence Private charity, 
although greatly expanded, has been unable to meet the added 
burden through lack of funds, mefficient admmistration, and 
because of the natural reluctance on the part of many people to 
accept charity Many private charities are also confined in 
scope by the conditions of the gift 
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Workmen’s Compensation 

Before the passage of workmen’s compensation acts, and even 
in occupations not yet covered by the acts, the workman could 
recover damages only in those cases of industrial accident 
which could be proved to be the result of the employer’s own 
negligence Negligence on the part of an employer is ex- 
ceedmgly difficult to prove under the common law, particularly 
as several defenses are open to the employer 

(1) The doctrme of contributory negligence Under this 
doctrme, if a worker is himself negligent m the slightest de- 
gree, he cannot receive damages no matter how great the negli- 
gence of the employer Thus, an employer might leave dan- 
gerous gears entirely uncovered, but if a workman wore baggy 
overalls which caught in the gears, he might be adjudged 
guilty of contributory negligence and refused damages 

(2) The assumption of risk Under this doctrme of com- 
mon law, the worker is presumed to assume the “ordinary 
risks of his occupation” as a condition of employment Thus, 
the risk of bemg burned m handlmg molten steel m a steel 
plant would be considered one of the ordmary risks of the 
employment and no damages would be paid even if the acci- 
dent were the result of an employer’s negligence 

(3) The fellow servant doctrme Ui\der this doctrme, if 
the accident is the result of another employee’s negligence, 
the employer is held to be not responsible 

As if these obstacles were not enough, the fact remams that 
the employer has generally been able to hire better legal talent 
than the workman Some employers would also threaten to 
discharge any workman who brought suit and any other em- 
ployee who testified m his favor For all practical purposes, 
the odds agamst the worker probably exceeded 100 to 1, and 
he would either be content with no damages or be happy to 
sign away his claim for perhaps $50. 
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Where workmen’s compensation laws are m effect, the gen- 
eral practice is to make the employer responsible for “any 
accident arising out of or m the course of the employment ” 
No proof of negligence is required All that must be shown is 
that the accident occurred on the job Where questions have 
arisen, the courts have generally been extremely liberal in 
mterpreting these acts to the employee’s benefit The Ameri- 
can Association for Labor Legislation has drawn up a set of 
standard provisions which should be included in the best type 
of woikmen’s compensation law Some of the most im- 
portant points may be briefly summarized 

(1) Payment of all medical and hospital costs by the em- 
ployer 

(2) Payment for loss of workmg ti m e due to accident at a 
rate not to exceed two-thirds of die regular wage (Full 
payment is not recommended, m order to avoid malmgermg ) 

(3) No compensation should be paid for a period of not 
less than three nor more than seven days at the begmnmg of the 
disability (The purpose is to cut down administrative and 
insurance expense on a large number of petty claims which 
result m no serious loss to the worker ) 

(4) Compensation for total disabihty The disabled work- 
man should receive durmg disability 66% per cent of wages, 
compensation not to be more than $25 or less than $8 a week, 
unless his wages are less than |8 a week, m which case com- 
pensation should be the full amount of wages If he is a 
mmor, he should, after reachmg twenty-one, receive 66% 
per cent of the wages of able-bodied men m the occupation 
group to which he belonged 

(5) Compensation for partial disability The workman 
who is only partially disabled should receive a percentage of 
his wages, proportioned to the degree of physical disability 
( takin g into account age and occupation), and subject to re- 
adjustment only on account of changes m extent of disability 
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(maximum and mmimum payments to be the same as under 
total disability) 

(6) Compensation for death 

(a) Funeral expenses The employer should be re- 
quired to pay a sum not exceeding |150 for funeral expenses, 
m addition to any other compensation 

(b) Compensation for widow or widower If living 
with the decedent at the time of death; oi if dependent, they 
should be gi anted 35 per cent of the worker’s wages till death 
or remarriage, with a lump sum on remarriage equal to two 
years’ compensation 

(c) Compensation foi widow or widower and chil- 
dren In addition to (b), 15 per cent should be allowed for 
each child under 18, not to exceed a total of 66% per cent for 
all dependents Compensation on account of a child should 
cease when it dies, marries, or reaches the age of 18 

(d) Compensation for children with no surviving 
parent Twenty-five per cent for one child under 18, and 15 
per cent for each additional child, to be divided equally among 
them and not to exceed a total of 66% per cent Compensa- 
tion to cease m the same manner as under (c) 

(e) Compensation for other dependents Should be 
the same as under (d) except that such compensation should 
be paid only durmg dependency 

(7) Employments to be mcluded All employments should 
be included, only exceptmg those of casual workers m the 
service of employers who have no regularly employed workers 

(8) Injuries to be mcluded Compensation should be pro- 
vided for all personal mjuries m the course of employment, and 
for death resulting therefrom within six years, but no compen- 
sation should be paid where die mjury is occasioned by the 
willful intention of the employee to brmg about the mjuiy or 
death of himself or of another The act should include 
occupational diseases which, when contracted m the course 
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of the employment, should be considered personal mjuries for 
which compensation is payable 

(9) Othei remedies To avoid needless and wasteful law- 
suits, no other claims for damages should be allowed to the 
worker If the employer has been criminally negligent, he 
can be prosecuted by the state under other laws 

(10) Methods of msurance Employers may 

(a) Maintain their own msurance fund subject to 
approval of the Accident Boaid or the state insurance authority 

(b) Insure in a State Insuiance Fund managed by the 
Accident Board upon the same prmciples and subject to 
the same general requirements as those governing Mutual In- 
surance Associations 

(c) Insure m a mutual or stock msurance company 
which IS subject to stiict regulation by the state msurance 
authority 

(11) Organization of the Accident Board The Board 
should consist of three or five membeis appomted by the Gov- 
ernor with the consent of the upper house of the legislature, 
and should have power to employ necessary assistants Its 
members should be required to devote their entire time to its 
work The entire cost of administration of the Accident 
Board should be paid out of a state appropriation 

(12) Procedure Provision should be made for the deter- 
mmation of all claims for compensation, either by the Accident 
Board, or if the number of claims is large, by one member of 
the Board or an authorized deputy A decision by a member 
or deputy should be conclusive, unless appeal is taken to the 
entire Accident Board within a specified time Appeals from 
decrees of the Accident Board should not be allowed, except on 
questions of law, m which case they should be carried direct 
to the highest court 

(13) Reports of accidents The Board should be required 
to use the Standard Accident Reportmg Blank of the Amen- 
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can Association for Labor Legislation, which is now in use for 
about half the industrial population of the country and requires 
full and accurate reports of all industrial accidents as a basis 
for computation of future msurance rates and future safety 
regulations to decrease or prevent accidents 

(14) Rehabilitation Restored earning power is of more 
importance than is the distress relieved The admmistrative 
board should therefore be authorized to encourage, to co- 
operate with, or to conduct enterprises for the re-education and 
rehabilitation of injured persons 

The reader may be interested in comparmg his own state 
workmen’s compensation law with this set of standards The 
most common defect to be found will be the exclusion of many 
classes of employees from the benefits of the act Typical 
classes often excluded are employees of small firms, agricul- 
tural workers, domestic servants, and employees of religious 
mstitutions If there is any justification for workmen’s com- 
pensation, there is no justification for these exclusions The 
fact that accidents occur less frequently m some occupations 
than m others is no justification Insurance rates are extremely 
low for occupations with low accident experience The few 
employees who do happen to be mjured or killed m the ex- 
cluded occupations are just as mjured and just as dead as those 
who come under the provisions of the act In general, the 
greater the number of workmen protected, the lower the m- 
surance rates can be made. 

Many arguments are offered in favor of workmen’s com- 
pensation, some of them on ethical and some on economic 
grounds It is argued that injuries to workmen should be a 
cost assumed by the employer just as much as depreciation and 
wear and tear of capital equipment. Most workmen either are 
too improvident or earn wages too low to enable them to 
care for themselves out of savings or even by means of mdi- 
vidual accident jnsurance policies Hazardous occupations 
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often do not pay wages sufficiently higher than less hazardous 
occupations to compensate for the degree of risk involved, 
since workers either do not realize the risk or are overly op- 
timistic If compensation is not provided, the burden of carmg 
for the injured and their families will fall on the community 
It IS argued that it is more equitable to place this burden upon 
the employer and/or the purchasers of tlie product who have 
the benefit of tlie services of the labor mvolved 
The strongest argument for compulsory workmen’s compen- 
sation is that It tends to reduce the number of accidents 
When each employer knows that each accident means a defi- 
nite cost to him (either in the form of a deduction from his 
own accident reserve fund or m the form of higher insurance 
premiums), he has a financial mcentive to reduce accidents 
Under the old Factory Inspection Laws, an employer would 
often try the effects of a ten-dollar bill m producing astigma- 
tism in the factory inspector Where workmen’s compensa- 
tion laws are m effect, an employer often hires a safety engmeer 
to find danger spots and to try to eradicate them A con- 
spicuous example of what may be done to reduce industrial 
accidents has been given us in the construction of the Chrysler 
buildmg Previous to this time it had been the almost normal 
experience that one life was lost for each story of a building 
above eleven stories A careful study was made of these 
accidents and the chief cause was discovered to be that of 
trippmg over tools or materials left in the workers’ way The 
engineers then made a schedule providmg that no material was 
to be moved to any floor until it was ready to be used imme- 
diately They also provided for the immediate removal of all 
waste material and the pickmg up of all tools not in use The 
result was that this bmldmg, the tallest m the world when 
completed, was built without a smgle loss of life and without 
a smgle accident resulting m permanent disability Other 
mdustries have been able to show equally remarkable records 
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when scientific safety metliods have been employed In recent 
safety contests, some factories employing thousands of men 
have gone as long as two or three yeais without a single loss-of- 
time accident 

It must not be assumed that the employer actually bears the 
full cost of workmen’s compensation The passage of work- 
men’s compensation laws, or their application to a new group, 
acts exactly m the same manner as the imposition of a new 
tax (See Chapter XXVIII ) In some cases the msurance cost, 
or part of it, may be shifted forwaid to the consumer, and in 
other cases the cost may be shifted back to the worker Some- 
times the employer may have to bear all or part of the cost 
himself This consideration, however, does not materially 
weaken the arguments for workmen’s compensation If people 
demand products which are produced by hazardous methods 
(such as radium watch dials or highly explosive materials), 
It may be argued that they should be made to bear the added 
cost of insurance for workers Even where the cost of insur- 
ance IS shifted backv^ard to the worker, he is probably better 
protected at lower cost to himself than could be achieved by 
any other means 


Unemployment Insurance 

Some writers claim tliat unemployment msurance is exactly 
analogous to workmen’s compensation msurance, and the 
plans for insurance which they propose offer many close 
parallels to some of the provisions of compensation insurance 
We may note at the outset, however, certain fundamental dif- 
ferences which make unemployment insurance a problem 
that must be considered on its own merits and which may 
suggest a somewhat different procedure 
(1) The amount of unemployment that may occur m any 
one year is not subject to prediction within acceptable limits 
of actuarial accuracy 
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(2) Unemployment is well known to occur in large waves 
rather than evenly over a period of time Points (1) and (2) 
both involve serious qualifications of the principles of fire or 
accident insurance Fundamentally, fire and accident insur- 
ance mvolve the prmciple of paymg current losses out of cur- 
rent premiums, plus the mamtenance of a reasonable reserve 
fund to meet “unforeseen” contmgencies Unemployment, 
however, smce it is characterized by wide and unpredictable 
fluctuations, would require either (a) the establishment of 
huge reserves relative to total msurance m force, or (b) ability 
to borrow to meet benefit payments in excess of receipts, or 
(c) periodic gifts to the fund by the government While (b) 
and (c) are not necessarily poor solutions for the problem, they 
are distinctly outside the realm of insurance on an actuarial 
basis 

(3) While mdustrial accidents are usually capable of reduc- 
tion by active effort on the part of the employer, unemployment 
is a matter which is largely beyond the mdividual employer’s 
control If there are any fixed costs, die employer already has a 
financial incentive to continue m operation if price of the 
product IS above minimum variable costs Even assummg that 
the full cost of unemployment insurance was actually borne 
by the employer, the ability to save all of a 6 per cent payroll 
tax (by mamtainmg full employment) might be sufficient to 
compensate for conditions which would otherwise mdicate 
the layoff of about 6 per cent of the workmg force When 
conditions are such that least loss will be mcurred by running 
the factory at half or quarter of ordmary output, the possible 
saving on unemployment msurance becomes negligible as a 
stimulus to greater employment 

(4) In unemployment msurance on a national scale, the 
alternate accumulation and disbursement of sums running into 
billions of dollars constitutes a monetary problem which does 
not exist m the case of fire and accident msurance Consider 
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the difficulties if unemployment insurance weie handled on 
the same basis as private companies handle fire or accident 
insurance In times of nearly full employment there would 
be huge amounts of premiums to be invested The use of these 
funds to buy securities in the open market would tend to drive 
securities prices still higher than those m a “bull” market 
which ordinarily accompanies expanding employment Then 
when unemployment came, m order to pay out the benefits, 
large blocks of these securities would have to be dumped on an 
already declming market The possible losses which would 
be mcuired might easily be so great that it would be better to 
hold the funds as hoarded cash Further more, the marketing 
of the securities m times of recession might easily contribute 
to a state of panic which would increase unemployment still 
further 

(5) Any attempt to base unemployment insurance pre- 
miums upon risk experience will tend to place tlie heaviest 
burdens of added cost upon mdustries which may be least 
able to bear them Thus, public utility companies and others 
which have a very steady volume of business may easily be 
able to guarantee their workers a minimum of, say, 48 weeks’ 
work a year and so avoid all payments Other mdustries, 
where the demand for the product fluctuates more, would be 
saddled with heavy costs This might be desirable if the 
employer could readily reduce unemployment, but we have 
already seen that this possibility is sharply limited 

The Real Nature of Unemployment Insurance 

The above discussion would lead us to conclude that unem- 
ployment msurance can hardly be called msurance in the - 
ordinary sense of the term What is it then'’ Properly 
speakmg it more nearly approaches the status of systematic 
unemployment relief As such, there are many arguments m 
Its favor (1) It tends to treat all unemployed workers (who 
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are covered by the plan) on an equal basis (2) It removes 
the stigma of charity from the benefit payments (To further 
this end it is probably better to ^eep on callmg it “msurance,” 
even though the term is maccurate ) (3) It gives us a 

means of keepmg an accurate count of the unemployed which 
is currently up to date and may be used as a means of gmdmg 
other government policies (4) If used on a national scale, it 
may be a better means of distributing the burden of caring for 
the unemployed than throwmg the burden on the local com- 
munity (5) Regardless of the plan of raising the funds, 
contributions to the fund are apt to be more equitable than 
those of private charity 

Coverage of Unemployment Insuiance 

Unemployment msurance cannot be considered separately 
from other forms of relief The indigent who are not cared 
for by unemployment benefits will constitute a “residual re- 
lief load” which must be cared for by other means If the 
Federal Government “turns the relief problem back to the 
states” as some people now advocate, there will be a heavy 
burden of “residual relief” for the state and local communities 
to handle If unemployment benefits are to constitute the 
“first Ime of defense,” this suggests that as many occupations 
and as many people as possible be covered by unemployment 
msurance When a local community is suflEermg fiom heavy 
unemployment, the possibilities of raismg revenue locally from 
real estate taxes, mcome taxes, or even sales taxes, are seriously 
curtailed The imposition of a heavy residual relief burden, 
if unemployment insurance coverage is unduly restricted, will 
thus tend to fall on the local communities at times when they 
are least able to bear such a burden The present Social 
Security Act probably provides too many exemptions In par- 
ticular, the exemption of employers with less than eight em- 
ployees permits evasion by some mdustries which might 
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properly be included m the plan For example, some gasoline 
companies and chain stores have already adopted the expedient 
of “leasing” the units to the man who was formerly the hiied 
manager Thus all the stores and gas stations having less than 
eight employees in the individual units are exempted from the 
plan, although the total number of such employees may run 
mto the thousands 

Somewhat the same general criticism may be offered agamst 
the arbitrary limitation of the length of the benefit periods 
(The Social Security Act places a limit of twelve weeks ) The 
general theory of such limitation is to keep the plan “solvent,” 
that IS, to pay benefits only from payroll taxes and workers’ 
contributions Considered m terms of the total relief load, 
however, such solvency is only technical Those workeis 
who happen to be out of work longer than the allotted period 
are simply given mto the care of some other agency The 
time limitation is no guarantee against malingering, and this 
problem can be better handled by other means 

Amount of Benefits 

Almost every consideration dictates that the size of the 
unemployment benefit should closely approximate a bare sub- 
sistence level This will be the best guarantee agamst “loafing 
on the dole” and the strongest inducement for a man to hunt 
a job for himself rather than to wait until one is offered him 
It also makes it possible for the funds to cover a wider number 
of cases and to reduce the burden of residual relief If a sub- 
sistence standard is adopted, it should, of course, take into 
account the number of dependents on the worker Some 
advocates of large benefits base their argument on the “main- 
tenance of consumer purchasing power ” The consumer pur- 
chasing power theory is itself open to question, ibut even if it 
were valid, when the total amount of funds is limited, consumer 
purchasmg power cannot be enhanced by giving higher bene- 
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fits to fewer people rather than small benefits and wide 
coverage 


Methods of Raising Funds 

Most economists seem to be agreed that either all or a great 
part of a payroll tax for unemployment msurance will be 
eventually shifted to the worker Smce this is a tax which 
varies not with output, but with the amount of labor used 
and the amount of wages paid, it does seem logical that the tax 
will be shifted to the worker (See Chapter XXVIII ) If this 
IS substantially true, there is much to be said m favoi of ha\ing 
the worker pay such a tax directly rather than through a 
“concealed” wage reduction, direct payment by the worker 
helps to mamtam the idea of msurance rather than charity 
If the workers realize the share they are paymg, tlieie might 
be a tendency to reduce political pressure for higher benefits 
There also might be motivation to bimg social pressure against 
those mdividuals who are known to be malmgermg 

Workers’ contributions alone, whedier made directly or in 
the form of a payroll tax on the employee, will not be sufficient 
to support an unemployment benefit program unless there is 
a long period of full, or nearly full, employment before a 
depression occurs The contributions will be still less ade- 
quate to meet an emergency if they are segregated in the funds 
of the several states, and withm tlie states are still further segre- 
gated by mdustries or mdividual firms (a practice allowed by 
the Social Security Act) Two alternatives are thus left open 
to the government if the unemployment relief problem is to 
be adequately handled (1) It may supplement the unem- 
ployment funds out of general revenue or by borrowing m 
periods of depression (2) It may provide other agencies 
such as PWA, WPA and the like to care for the residual 
relief load The second alternative is the one to which we 
are apparently committed by present legislation 
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There is much to be said for a national system of unem- 
ployment msurance, plus alternative (1) If msurance were 
on a national basis, it would promote more mobility of labor 
(Under the present Social Security Act there is danger that 
workers will have to remam within a particular state or even 
m the employment of a particular firm m order to be eligible 
for benefits ) It would also permit a more even distribution 
of the costs and a closer balancing of receipts and payments, 
and there would be the possibility of continuing unemploy- 
ment benefits for longer periods of time m mdividual cases 
and localities than is possible under a segregated system The 
supplementmg of the funds by Federal borrowmg in periods 
of severe depression would permit the further extension of 
unemployment benefits rather than make necessary so exten- 
sive a resort to other forms of relief If sound public works 
projects are available, they can be used to take workers from 
the unemployment insurance roster If not, contmuation of 
unemployment benefits will certainly be less expensive (and 
perhaps no more demoralizing) than “made work” projects 

Unemployment Provisions of the Social Security Act 

The Social Security Act (Public No 271, 74th Congress) 
does not itself provide a system of unemployment insurance 
but gives aid to those states which do set up such systems, 
and (in effect) penalizes those which do not The method is 
the imposition of a Federal tax (to be paid exclusively by 
employers) of 1 per cent of all wages and salaries m 1936, 2 
per cent m 1937, and 3 per cent for all subsequent years In 
states where there are unemployment insurance systems ap- 
proved by the Social Security Board, the employer may claim 
an exemption from the Federal tax of the full amount paid to 
the state system up to nme-tenths of the amount of the Federal 
tax Therefore, m states which do not have approved laws, 
employers will stiU have to pay the tax but the states will be 
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receiving none of tlie funds to help with their unemployment 
relief problems 

Certain exemptions are made Employers who have em- 
ployed fewer than eight workers arc exempted regardless of 
the nature of the firm In addition, exemptions are provided 
for (1) agriculture, (2) domestic servants m a private home, 

(3) shipping on the navigable waters of the United States, 

(4) services of members of the immediate family, except chil- 
dren over 21, (5) employees of the Federal Government or its 
agencies, (6) employees of a state government or its subdi- 
visions, (7) nonprofit agencies carried on for religious, chari- 
table, scientific, literary, and educational purposes 

Certam mmimum standards to which state laws must con- 
form to receive approval are provided 

(1) Benefits to the unemployed ehgibles must be paid 
through public employment offices in the state or through such 
other agencies as the state may approve (This is the wisest 
provision m the act ) 

(2) No payments may be made until two years after the 
state plan has been established 

(3) All funds received by the states shall be deposited with 
the Secretary of the Treasury to their credit m the Unemploy- 
ment Trust Fund 

(4) All funds withdrawn by the states from the trust fund 
must be expended in the payment of unemployment com- 
pensation 

(5) The states must make such reports in such form and 
contammg such information as the Board may require 

( 6 ) Compensation shall not be denied under the state law 
to any otherwise eligible mdividual for refusmg to accept new 
work under any of the followmg conditions (a) If the posi- 
tion offered is vacant due directly to a strike, lockout, or other 
labor dispute, (b) if the wages, hours, or other condmons of 
the work offered are substantially less favorable to the mdi- 
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vidual than those prevailing for similar work in the locality, 
(c) if, as a condition of being employed, the mdividu d would 
be required to jom a company union or to refram from joining 
any bona fide labor oigamzation 
Additional credits Where permitted by the state law, an 
employer may claim a credit up to 90 per cent of the Federal 
tax, m lieu of contributing to a state fund, by (a) establishmg 
his own unemployment reserve fund under approved condi- 
tions, (b) jommg with others in the establishment of a reserve 
fund for an industry or local group of employers, (c) guar- 
anteeing thirty hours of wages for forty calendar weeks (or 
more, with one weekly hour deducted for each added week 
guaranteed) m each twelve months 
So long as they conform to the mmimum requirements of 
the act, the states are thus allowed a consider able amount of 
freedom in developing their own plans for unemployment 
msurance After the plan has been m effect for a while, the 
comparative experience with different plans will probably 
lead to greater uniformity among the state plans than exists at 
present One achievement of the law is that it prevents any 
industries covered within any state from profitmg competitively 
agamst other states by not havmg unemployment msurance or 
by havmg plans which are seriously substandard as compared 
with the others 


Old-Age Pensions 

A growmg need for some form of care for the mdigent aged 
has become apparent In the past such care has been provided 
by the local or county poorhouses plus some pensions or cash 
relief provided by some few states or local authorities Most 
state laws have also attempted to compel close relatives to care 
for aged dependents when they were financially able to do so 
In times of prolonged depression, however, the latter alterna- 
tive has been of little help §mce large numbers of unemployed 



SOCIAL SECURITY 


417 


workers have been unable to care for themselves, to say noth- 
ing of other dependents 

The Social Security Act provides that the Federal Govern- 
ment will match state contributions for old-age pensions dollar 
for dollar up to a maximum of |15 per month contributed by 
the Federal Government In other words, of all pensions 
totaling fSO or less, the Federal and state governments will 
each pay half On pensions of more than $30, the Federal 
Government will pay $15 and the state will pay the balance 
The same plan is also made available to local and county 
governments (some state constitutions specifically place relief 
in the hands of the local authorities), but such local plans 
must be under the supervision of a state authority which is, in 
turn, responsible to the Social Security Board In order to 
qualify for these pensions, the recipient must be shown to be 
in actual need , other sources of mcome may result m a reduc- 
tion of the amount of pension granted 

Old-Age Insurance and Annuities 

A sharp distmction must be kept in mind between old-age 
pensions and old-age insurance and annuities The former 
are solely a form of relief and are granted on the basis of age 
and need, without regard to previous occupation The an- 
nuities, on the contrary, are paid solely on the basis of past 
contributions to the fund and without regaid to the wealth of 
the individual (He must, however, leave gainful employment 
in order to start receivmg the annuity ) The entire adminis- 
tration of msurance and annuities is m the hands of the 
Federal Government 

The taxes for old-age msurance are levied on all employments 
except those specifically excluded The exemptions are about 
the same as those listed for unemployment msurance, except 
that establishments with less than eight workers are not exempt 
and no tax is levied on the amount of any mdividual wage 
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which exceeds $3,000. As provided in the original act, the 
schedule of payments is as follows 

PER CENT OF TAX ON ALL WAGES AND 
SALARIES OR PART TEIEREOF WHICH 
IS $3,000 PER YEAR OR LESS 



Payment by 

Payment by 

Year 

Employer 

Employee 

1937-1939 

10% 

10% 

1940-1942 

15% 

15% 

1943-1945 

2 0% 

2 0% 

1946-1948 

2 5% 

2 5% 

1949 and after 

3 0% 

3 0% 


This scheme of collections will mean that estimated receipts 
plus interest will exceed disbursements for most of the earlier 
years by such an amount that the reserve fund will reach an 
estimated maximum of 47 billion dollars m 1980 Since the 
funds must be invested in Federal Government bonds which 
yield 3 per cent (the Treasury to issue special bonds for this 
purpose if necessary), mterest payments will have to come out 
of the general government funds The mterest, or at least a 
part of It, IS thus a “concealed subsidy ” If the Treasury does 
not spend the proceeds from the sale of the bonds to the fund, 
the effect is deflationary If it does spend the funds, either 
new taxes or new borrowmg will have to be used to repay the 
money when the annuity payments begin to exceed the payroll 
taxes To avoid this, an amendment has been proposed in 
Congress which would “freeze” the taxes at 1 5 per cent per 
worker and employer until such time as the taxes are actually 
needed to pay out the annuities 
The annuity payments under the fund are based on the 
total amount of wages which have been taxed to provide the 
income for the fund On mcome which has been received 
under the plan (and on which the payroll tax has been paid), 
the monthly annuity is to be 14 of one per cent on the first 
$3,000 of mcome, 1/12 of one per cent on the next $42,000 and 
1/24 of one per cent on all over $42,000, but the maximum 
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monthly annuity shall not exceed $85 If the msured worker 
dies before he reaches the age of 65, his estate shall receive a 
sum equal to 314 per cent of the mcome on which annuities 
are calculated If he dies after age 65 and the total annuities 
which he received while living do not equal 314 per cent of 
the msured mcome, his estate shall receive the difference be- 
tween the total payments he did receive and the sum repre- 
sented by such 314 per cent 

Other Grants 

In addition to unemployment msurance and old-age pen- 
sions, the Social Security Act provides for grants to the states 
for care of dependent children, for mothers’ pensions (mater- 
nal and infant care), for ciippled children, for rehabilitation 
work, and for public health services Some of these features 
require state contribution and others do not, but in no case is 
it necessary for the state to match the Federal contribution 
dollar for dollar 

General Aspects of Social Security 

Most of the arguments for social security legislation rest 
upon ethical or humanitarian grounds which we need not 
question here The most important economic question is, 
“How much social security benefits can we afford?” With 
very little exception, all social security benefits are paid to 
people who are not working and who therefore are not pro- 
ducmg any wealth for the community We are already ap- 
proachmg the limits of returns from the “soak the rich policy” 
to support present forms of Federal, state, and local expenditure 
It follows that the costs of the social security program will fall 
mamly on those who are employed m the middle and lower 
income classes Only a few provisions (such as those for 
public health and child care) offer any possibilities of mcreas- 
mg the productive power of future generations The provision 
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against any gainful employment for those drawmg old-age 
annuities prevents them from making any contribution to 
material national wealth (This provision was intended to 
make jobs for younger workers and might be withdrawn if we 
reach full employment ) As time passes, the whole net effect 
of the legislation will be to mcrease the proportion of national 
money income which is spent on consumption In the case of 
the old-age insurance, present money-spending on consumption 
is decreased m favor of greater spending m the future when the 
annuities are received Much more important than money, 
however, is the question of goods If less goods are con- 
sumed now, will there be more goods available for future 
consumption? We could produce more goods now and save 
them till latei, but this is not advisable as we do not know 
what forms of goods will be in demand m the future Raw 
materials can be saved for future generations by not consuming 
them now, but this does not apply in the case of labor The 
only way m which present labor-power can be saved for the 
use of future generations is to use the labor now m the con- 
struction of tools, machmery, buildings and other capital 
equipment which may be used to increase the productive 
capacity of labor m the future In times like the present, 
when there is a deficiency of private mvestment for these 
purposes, it follows that diere is a grave responsibility for the 
government to mvest the receipts from payroll taxes in ways 
which will tend to mcrease the future productive capacity of 
the nation rather than to fritter away the labor-power m “made 
work” projects Either this must mvolve more “government 
competition with ‘private busmess” or means must be found by 
which the government can make loans to private busmess for 
the purpose of expandmg capital equipment Some people 
may not like either of these alternatives, but we cannot tell 
labor to take a vacation and then expect to find any product 
of labor when the vacation is over 
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Even with government mvestment in capital improvement, 
we still have the question of how many people we can support 
in idleness while the others work There is no easy or definite 
answer to such a question The implication is rather that we 
should wait until the present legislation has had a chance to 
demonstrate some of its effects before addmg further commit- 
ments to be fulfilled m the future 



CHAPTER XXIII 

Interest 

TNTEREST is the price paid for the use of loanable funds 
Loanable funds may be used either for the purchase of 
consumers’ goods or as capital m the process of production 
It IS with the latter use that we shall be chiefly concerned, al- 
though we cannot overlook the fact that the demand for loans 
for consumptive purposes will have an influence on the rate 
which producer-borrowers must pay 
Money capital is demanded chiefly because it confers on its 
possessor the power to command the services of the means 
of production Such power may be used to buy the services 
of the original means of production — land and labor — ^through 
the payment of rent and wages, or it may be used to buy 
intermediate goods such as raw materials, semifinished goods, 
and buildmgs and machinery, m which the past services of 
land and labor are embodied Such mtermediate goods are 
often called capital goods 

When capital is mvested m payments to various kinds of 
labor, or m raw materials and semifinished goods, m such a 
way that it will be fully recovered when a unit of the product 
IS sold. It IS ordmarily called circulating capital or wording 
capital 

When capital is mvested in plant, machinery, and equip- 
ment, or m labor devoted to maintenance and upkeep, so that 
only a part of such capital will be recovered in the sale of a 
unit of the product, then such capital is usually called fixed 
capital. 
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The fact that the businessman must be able to recover such 
investments (either quite soon m the case of circulatmg capital, 
or in installments over a period of time m the case of fixed 
capital) in order to induce him to remain in busmess and to 
continue at the same rate of output is too obvious to need fur- 
ther explanation It is true, of course, that quite often either 
a part or all of the invested capital is lost But no one would 
invest, either m his own business or by loaning to others, if 
he were certain in advance that such losses would occur 
When sad experience demonstrates that investment has been 
ill-advised, the attempt is made to contract or withdraw 
such investment m such a manner as to involve the least loss 
possible 

What does require an explanation is the fact that many busi- 
nesses, even highly competitive ones, return more than the 
capital invested We must therefore explam why, after all 
other costs have been met, there is a surplus m the form of 
interest that is either paid to those from whom capital has 
been borrowed or pocketed by die owner if he has invested 
his own capital 

Physical Productivity of Capital Goods Does Not Explain 

Interest 

The services of land and labor, used in such a way that 
they are employed partly in the makmg of capital goods and 
partly m combination with capital goods, yield a greater 
physical product than the same amounts of land and labor 
services would yield if they were used entirely in making a 
product without the use of capital goods This is an obvi- 
ous technological fact which we can leave to the physicist and 
the chemist for explanation For the purposes of economics, 
we can take it for granted that a man can catch more fish if 
he first takes time to make a pole and Ime or a net than if 
he devoted his entire time to trymg to catch fish by hand 
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Similarly, we know that a greater physical product will re- 
sult from agriculture through the use of farm implements and 
fertilizer than through the use of labor and land alone Many 
kinds of products could not be turned into their present form 
at all without the use of at least some capital goods Thus 
blast furnaces are required to make steel, stills to extract gaso- 
Ime from crude petroleum, and so on The value of the mar- 
ginal physical product must at least equal the price 
None of this, however, constitutes a satisfactory explanation 
of why the use of capital goods should yield a value leturn 
over and above the cost of the services of labor and land em- 
bodied in the capital goods used by a competitive industry 
Unless there is some force which restrams all competitors, we 
should naturally expect them to expand output, by using capi- 
tal goods, up to the point where a declming puce of the prod- 
uct is just sufficient to cover the costs of tlie services of labor 
and land involved in making the capital goods and those used 
directly in makmg the product If lenders were willmg 
to loan unlimited sums of money without inteiest, this would 
indeed be the case, and there would be no limits, except purely 
technological ones, to the extension of the use of capital goods 
Capital goods would be substituted for labor m existing in- 
dustries to the limits of mechanical feasibility, and ne^ enter- 
prises requiring tremendous amounts of investment would be 
undertaken (Interest on mvested capital would not be a cost ) 

Why Interest Must Be Paid 

If It can be shown, however, that mterest is a cost that must 
be considered by all busmessmen, then we will have found a 
brake which stops this expansion of output and this extension 
of the use of capital goods If mterest is a cost that must be 
paid, then competitors m an mdustry will cease to expand out- 
put at that pomt where a fallmg price is just equal to all costs 
including interest, and they will not expand output to such 
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a point that the lower price of a larger output fails to cover 
interest charges As long as interest must be paid on all bor- 
rowed money capital, all competitors are safe in so restricting 
output, since no new competitor of equal efficiency who enters 
the field with borrowed money capital can afford to cut prices 
below theirs Even if some few competitors who were using 
their own funds should decide that they did not care to earn 
interest on their money, they would find that, unless they 
could supply the entire market, other people who bought 
goods fiom them at a pnce which included no interest could 
resell those goods at a price equal to that charged by the in- 
terest-paymg competitors Indeed, mterest-paying competitors 
would themselves be likely to be the first to take advantage of 
such an opportunity to buy goods at a lower cost than their 
own and to resell them at a profit 
If It can be shown that mterest must be paid on borrowed 
funds anywhere at all m the economic system, dien we shall 
be able to show that mterest must be considered as a cost by 
all men who attempt to start a busmess enterprise Even 
though there might be some lenders who would be willing, 
if no other opportunity presented itself, to loan at zero mter- 
est, so long as any borrower is willmg to pay mterest, these lend- 
ers will naturally prefer to loan to such borrowers as pay inter- 
est rather than to those who do not ^ Indeed, even though some 
lenders would be willmg to loan without mterest if they had to, 
so long as anyone is willmg to pay mterest, even these lend- 
ers insist on receivmg it This is simply anotlier way of say- 
ing that as long as the amount of funds demanded is in ex- 
cess of the amount that would be offeied at zero mterest, 
there will be mterest charged on all loans Furthermore, as 
long as interest is bemg paid on borrowed funds, anyone who 
mvests his own capital m his own busmess will have to con- 

^ If funds were obtainable at zero rates for unlimited amounts, for an unlimited 
time, It would be worth while to build a bridge across the Atlantic 
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sider the opportunity cost of doing so Thus, if someone is 
willing to pay me interest for the use of my money, I will want 
to make suie that it will earn at least an equal rate of inter- 
est before I invest it in my own business 

Time Preference and Liquidity Preference 

We have now to explain why most people insist on bemg 
paid interest and would not loan at all without it The an- 
swer to this IS found in what is known as time preference^ 
and liquidity preference^ Time preference is the preference 
to have an equal amount of goods and services at one time 
rather than at some other time We shall find that most 
people would rather have an equal amount of goods and serv- 
ices in the present rather than m the future, and that they 
would rather have such goods m the near future than in the 
distant future We say that such people have a positive rate 
of time preference If it should so happen that some people 
prefer to have an equal amount of goods m the future rather 
than in the present, we say that such people have a negative 
rate of time preference Liquidity preference is the preference 
to have an equal amount of cash rather than of claims against 
others 

We must now examme the reasons for these time and liquid- 
ity preferences If I were to offer you the choice between receiv- 
ing one dollar now and receiving one dollar a year from now, 
probably you would say, “Give it to me now” Why is this 
the case? One reason, of course, is that if I gave you the 
dollar now, you would be sure of having it, whereas if you 
waited until next year I might fail to give it to you This 
element of risk is one that we shall have to deal with later, 
but for the moment let us assume that I can give you a satis- 
factory guarantee that you will receive your dollar next year 


2 Bohm-Bawerk 
® J M Keynes, 
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Doubtless you would still prefer the dollar now to the certain 
guarantee of a dollar a year from now, and this must be ex- 
plamed The answer is that you can think of very many de- 
sirable things for which the dollar might be spent immedi- 
ately, whereas the wants which might be satisfied by tlie ex- 
penditure of a dollar next year do not seem nearly so im- 
portant at present In other woids, you have a -positive late 
of time preference 

Now, if I should try to borrow a dollar from you with the 
guarantee that it will be returned next year, what I am really 
domg IS offering to exchange future purchasmg power for 
present purchasing power If your rate of time prefeience is 
positive, m order to induce you to make such an exchange, 
I will have to offer to pay you next year some amount greater 
than one dollar The greater amount will have to be large 
enough so that the satisfactions which you thmk will be de- 
rived from spendmg or having this sum in the future will be at 
least equal to the satisfactions you give up in the present by 
lendmg the dollar to me mstead of spending it or keeping it 

Time preference is quite analogous to perspective in space ^ 
Whoever has stood on a railroad track has noticed how the 
ties appear to be shorter the more distant they are from the 
eye The same thing is true of the dollar which you will get 
back one year from now if you lend it to me, except that 
mstead of bemg distant in space it is distant in time What 
I am domg is offering to trade you a future dollar in return 
for a present dollar If your realization of your present wants 
IS greater than your anticipation of your future wants, a dol- 
lar m the future will not appear as big to you (in its power 
to satisfy wants) as a dollar m the present In order to make 
the future dollar appear as big to you now as the present dollar 
does (so that you will be willing to make the trade), I must 
add something to it That somethmg is interest Your un- 

am indebted for this analogy to Prof J M Shortliffe 
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dervaluatton of future purchasing power as compared with 
present purchasing power forces me to promise you a greater 
amount of future purchasing power so that your estimate of 
anticipated satisfactions from the sum that I will pay you back 
next year will be at least equal to the present satisfactions 
which you would give up if you lent me the dollar mstead 
of keeping it or spendmg it now The difference between the 
amount you lend me and the amount I must pay you back, 
expressed as a percentage of the origmal sum lent, is youi 
rate of time preference Thus, if you insist on receiving $1 25 
next year in return for lending me $1 00 today, 25 per cent is 
your rate of time preference 

The rate of time and liquidity preference, and consequently 
the rate of interest at which people could be induced to lend, 
will be different for different mdividuals, depending upon 
their particular circumstances and upon their psychological 
make-up Ordmarily, people who are farsighted enough to 
anticipate fully what their wants will be in the future will 
have a lower rate of time preference than those who live en- 
tirely in the present and take no heed of the future Many 
people, mdeed, attach so much importance to having goods 
immediately that, far from bemg willing to lend, they bor- 
row to buy consumers’ goods and pay rates as high as 20 per 
cent to “loan sharks” or mstallment plan stores rather than 
wait until they have saved the cash to pay for the goods 
Mere knowledge of what future wants will be is not suflS- 
cient to mduce a low rate of time preference In order for his 
rate of time preference to be low, the individual must have 
sufficient imagination to anticipate the mtensity of his wants 
m the future Shipwrecked sailors may know tliat they will 
die of thirst before help can reach them if they drink up their 
supply of water too rapidly, but unless they can anticipate what 
the pangs of thirst will be in the future, they wdl clamor to 
drink all they want today 
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Differences in present and anticipated future income will 
also affect the individual’s rate of tune preference, as well as 
differences m present and anticipated wants A youth with 
a small income who expects to receive a large mheritance when 
his wealthy uncle dies will have a very high rate of preference 
for present purchasing power over future purchasing power 
On the other hand, a man who is workmg for a good salary 
at present but who expects to be retired a few years hence, 
either on half pay or with no pension at all, will have a very 
low rate of preference for present purchasmg power Indeed, 
if he anticipates his future wants keenly enough, he may actu- 
ally prefer a certain amount of future purchasmg power to a 
similar amount of present purchasing power If he does, his 
rate of time preference will be negative If no opportunity for 
safe investment was available, mstead of insistmg on receiving 
interest he might be willing to pay someone to keep his funds 
safely and to return them to him when they were more needed 
In a way, this payment might be considered as a sort of 
negative mterest rate 

Another element that will mfluence an individual’s rate of 
time preference is his expectancy of life If he anticipates that 
he will not have long to live, he may prefer to have his 
purchasmg power m the immediate present when he can en- 
joy It rather than to defer the use of it until some future time 
when he may possibly not be alive A consideration which, 
would tend to offset this m the case of some people would be 
the desire to leave an mheritance to care for their dependents 

After all other considerations have been taken mto account, 
the preference of any mdividual for present purchasing power 
will be greater, the greater the amount which he is lendmg 
For example, there may be a very small part of my present 
income and cash balance that I am not spendmg at all or 
that I am spendmg for present goods whose margmal utility 
to me is extremely low This small part of my income and 
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cash, balance I might be willing to lend for no interest on the 
mere assurance that I would get it back in the future (of 
course, I would take mterest if I could get it, but if no boi- 
rower anywhere was paying interest, I would be willmg to 
loan this small sum without interest) However, as soon as 
I start to consider the lending of still more of my income 
and cash balance, then the goods which I would have to give 
up m the present will be those which are increasingly im- 
portant to me In other words, the greater the amount of 
the loan m proportion to total income, the greater the sacri- 
fice of present liquidity and the greater the marginal utility 
of the present goods whose purchase must be foregone in 
order to make the loan At the same time, as I consider de- 
ferring more and more purchasing power to the future, the 
uses to which I anticipate that I can put that future purchas- 
ing power will be steadily declining in importance Thus, the 
greater the amount of the loan, the less will be my estimate 
of the marginal utility of the goods which I might pui chase 
in the future or of the dollars which I might care to leave to 
my heirs Consequently, the greater the amount of the loan, 
the greater the rate of mterest I will insist on receivmg to com- 
pensate for my mcreasing time preference 

Certain elements of liquidity preference must be considered 
entirely apart from time preference (1) There is the desire 
to have a sum of money on hand to meet accidental emer- 
gency payments ° For example, consider the extra twenty or 
thirty dollars I may take along on a motor trip to cover pos- 
sible repairs on tlie car I do not want to spend this money 
and I hope that the occasion for spendmg it does not arise 
Nevertheless, I would much rathei have it in the form of 
cash than to have it m the form of a claim of debt against 
someone else, smce an unfamiliar garage man would probably 

® Hicks explains interest simply m terms of the imperfect ‘‘Moneyness” of 
mortgages, stocks and other "Money substitutes ” 
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not be interested in accepting such a claim in payment for 
his repair bill (2) A desire for liquidity may be fostered 
when it IS anticipated that interest rates will rise m the near 
future For instance, suppose that I buy a bond for $100 00 
which pays $3 00 a year interest, and that the market late of 
interest for this type of investment then rises to 6 per cent 
Nobody would then be willing to pay much over $5000 for 
my bond, since he could invest $5000 at 6 per cent elsewheie 
and get a return of $3 00 a year I may recene my $10000 
back if I wait a number of years until the bond is due, but 
meanwhile I shall have to be content with 3 per cent on my 
bond while others are earnmg 6 per cent, or if I sell out, I 
will be compelled to sell at a loss If I anticipate any such 
rise in the interest rate, I would do well to keep my funds m 
the form of liquid cash until after the use 

Supply of Loanable Lunds 

Time and liquidity preference, then, determine the amount 
of loanable funds which will be offered by lenders at each 
possible rate of mterest It will also determine the amount of 
owned capital that an mdividual will invest in his own busi- 
ness In this respect he may very properly be considered as 
loaning to the business, even though he owns the capital him- 
self Thus, if I use my own money to pay the workmen in 
my business, I will not be able to get it back until I can 
sell the goods which they have made, and I am deprived of 
using It for myself exactly as if I had loaned the money to 
someone else for the same period of time If my own time 
and liquidity preference is lower than the market rate of in- 
terest, I will invest my own funds in my business rather than 
borrow capital Obviously, however, I will not starve myself 
to provide capital for the busmess If the business shows a 
profitable opportunity for the investment of a greater amount 
of capital than I can provide without stmting myself, I will 
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borrow the extra capital required and will still retain some 
of my own funds for personal expenditures and personal cash 
balance 

If we know the rates of time and liquidity preference of 
each individual for various amounts of funds that he might 
loan, then we can draw up individual supply schedules of the 
amount of money that each individual lender would loan at 
each possible rate of interest By adding together the supply 
schedules of all individuals, we obtam a supply schedule of 


Y 



S Amount of Funds Offered (Billions of Dollars) 

Supply of Loanable Funds 

loanable funds for the general market We can represent this 
as a supply curve exactly as we did with the supply of any 
other commodity 

In the diagram, SS represents the imaginary supply curve 
of loanable funds Note that it starts below the zero line, 
thus mdicating that some few people would be willmg to loan 
a small amount at negative rates of interest This curve co- 
incides with the zero Ime, mdicatmg that there are some people 
who would be willmg to loan at least a part of their funds at 
zero interest on the mere assurance that they will get their 
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money back It then starts to slope upward and keeps on 
increasing its slope, thereby indicating the rates of interest 
necessary to induce the same people to loan more of their funds 
and to induce other people with higher rates of time preference 
to start loaning It may even curve backwards 

If the supply of loanable funds were determined by the rate 
of time and liquidity preference of lenders, then the market 
rate of mteiest would be determined by the amount of funds 
which the borrowers wish to obtain The market rate of 
interest will be that rate at which the amount offered by 
lenders is exactly equal to the amount borrowers will take. 
The market rate of interest is therefore a market price for 
loanable funds, quite analogous to the market price of other 
commodities It is a sensitive market price, owing to the ex- 
treme ease with which money can be transported from one 
place to another, and hence the money market is apt to be 
far more competitive than many commodity markets If the 
supply of loanable funds happened to be that shown in our 
diagram, then, if all borrowers wanted a total amount of only 
two billion dollars, they could obtain it without paying mter- 
est at all If they wanted nine billion, they would have to pay 
5 per cent for it If they wanted twelve billion, they would 
have to pay 914 P^r cent, and so on 

Ban\ Influence on Supply of Bunds 

We have been assuming up to this pomt that the only source 
of supply of loanable funds was from savers Where a bank- 
mg system exists, however, the chief source of loanable funds 
will be the banks rather than savers Furthermore, it will 
be shown in Chapter XXIX that the banks are able to cre- 
ate money for the purpose of lendmg it What the bank ordi- 
narily lends IS not com or currency but claims against itself 
in the form of bank deposits or bank notes With a given 
amount of cash, the banks in a bankmg system may loan m 
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the form of bank credits many times the amount of cash on 
hand Such cash may come from savers, but there are many 
other ways in which the banks receive cash All this will be 
made clear m Chapter XXIX on Credit Conti ol and Banking 
Mechanism 

The important point for us to note here is that where there 
IS a banking system, bonowers will not have to borrow from 
saveis but may borrow from banks Moreover, the amounts 
that banks are lending may be, at times, gieatly in excess of 
the amounts which are saved by individuals The banks 
themselves will have no time preference, their choice is merely 
between lending or having idle lending capacity that is earn- 
ing them nothmg The more diat they are able to lend at 
any given rate of interest, the greater will be their earnings 
This situation results in “involuntary” saving due to changes 
in price levels caused by bank lendmg and expansion of de- 
posit currency ^ 

While banks will have no time preference, they will be gov- 
erned by liquidity preference A certain part of the claims 
against banks must be paid in cash on demand No bank 
willingly puts Itself in the position of being unable to meet 
such claims Consequently, if a bank anticipates that cash 
will be difficult to obtain in the futuie, it will raise its rate 
of interest so as to discourage further loans and thereby put 
Itself in a more liquid position Moreover, if a bank antici- 
pates that the rate at which it can lend will be higher in the 
future. It will be less anxious to lend now When this situ- 
ation exists. It will usually be found that the bank rate on short- 
term loans is much lower than on long-term loans 

There are certain factors of monopsonistic competition in the 
borrowing of funds Thus, certam persons who are known to 
be good credit risks, those with wealthy parents and those 
with some influence at the bank, may obtam loans at lower 
mterest rates or with less difficulty than others 

^ See pp 663-666 for a definition of * involuntary saving ” 



INTEREST 


435 


Demand for Loanable Funds 

We must turn, then, to the demand side of the market and 
find out what it is that determmes the amount of loanable 
funds that borrowers would take at various possible rates of 
interest As far as those who borrow for consumptive pur- 
poses are concerned, the rate of interest they would be willmg 
to pay for any particular amount of money depends on their 
time preference If their present wants seem very much 
greater to them than their anticipated future wants, they will 
pay a high rate of inteiest in order to add to their present pur- 
chasing power, even though they know diat their future pur- 
chasing power will be dimmished by the necessity of havmg 
to repay the amount of the loan and the mterest As we shall 
see later, due partly to the fact that lenders consider this type 
of loan more risky, borrowers who use funds for increasmg 
their consumption will have to pay a higher rate of interest 
than other borrowers 

The great bulk of loanable funds, however, is borrowed for 
mvestment in production The rate that borrowers for this 
purpose will be willing to pay will depend on the profits 
above all costs except mterest expected from organizing or ex- 
pandmg any busmess This rate will depend upon tlie mar- 
gmal value product of capital Anyone who expects to make 
a profit by mvestmg will, if necessary, be willmg to pay for the 
use of money capital Furthermore, if no one would loan for 
less, he would be willmg to pay such a rate of mterest as would 
just fall short of takmg away his entire profit Let us imagine, 
for example, that there is a certam busmess m which, after 
all other costs (mcludmg my own wages of management) ex- 
cept mterest have been allowed for, I estimate that $6,000 00 
a year profit can be made safely If such a busmess requires 
an mvestment of $100,000 00, then $6,000 00 represents an an- 
nual return of 6 per cent Consequently, I could obtam a 
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clear net return even after paying interest, provided I can bor- 
row the money capital at any mterest rate below 6 per cent 
Therefore, I would be willing to pay any market rate of in- 
terest less than 6 per cent rather than fail to obtam the capi- 
tal If die market rate is a full 6 per cent, I will not know 
whether I should start such a business or whether I should earn 
my wages of management by working for someone else. If 
|I8,000 00 a year could be made on $100,000 00 capital, I would 
be willing to pay up to 8 per cent interest, if $9,000 00, 1 would 
pay up to 9 per cent, and so on 

The expected rates of returns, then, are the determmmg fac- 
tors in setting the rates of mterest that commercial borrowers 
will be willing to pay for loanable funds However, regard- 
less of his rate of returns no borrower will have to pay more 
than the market rate of mterest, competition among lenders 
will assure this It is the margmal borrowers and the mar- 
ginal lenders who set the rate of mterest The actual rate will 
be at that pomt where die amount borrowers are willmg to take 
IS equal to the amount that lenders are willing to loan No- 
tice, however, that where a banking system is m operation, 
there may be extreme variations m the supply of loanable 
funds from time to time 

Yet no rate of returns m excess of the market rate of m- 
terest can persist long m any mdustry In any mdustry 
where competition is possible, any rate of returns above 
the market rate of mterest wdl tend to attract more firms 
mto the mdustry This competition will make its efiects 
felt m three ways the greater output of product will cause 
a decline m the price of the product that will decrease the 
rate of returns, the greater demand for suitable means of 
production will cause a rise in cost that will decrease the rate 
of returns, and the increased number of borrowers demand- 
ing money capital will tend to raise the rate of mterest, and 
the increased amount of capital used will tend to lower its 
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tnargmal physical product Where competition increases m 
response to excess profits in one industry alone, most of its 
eflfect will be felt m the declme of returns m the mdustry, and 
little or no effect will be observed on the mterest rate But 
when a number of industries are showmg profitable oppor- 
tunities for mvestment, the interest rate will tend to rise If 
some time must elapse before the output of the new competi- 
tors m these mdustnes can be put on the market, the mterest 
rate will be likely to rise before any fall m the price of products 
occurs 

Notice that what we have been saymg is merely that the 
returns m a busmess must promise at least to equal the mterest 
rate m order to mduce borrowing and mvestment After the 
mvestment has been made, there is no guarantee that even 
mterest charges will be earned, as many busmessmen and lend- 
ers have learned to their soriow If, attracted by large re- 
turns, too many competitors rush mto an mdustry m igno- 
rance of the fact that others are domg the same, their combmed 
output may drive the price so low that no one is able to earn 
his mterest charges 

Disinvestment of Capital 

In such circumstances, if the capital is mvested m fixed 
forms of capital goods suited only to the particular mdustry 
(such as speciahzed machmery and equipment), it may be 
found impossible to withdraw mvested funds from the busi- 
ness without encountering a greater loss than would be occa- 
sioned by leavmg them m that busmess Actually, the only 
way to get such funds out immediately is to sell the capital 
goods m which they have been mvested But if the price of 
the product is such that a machme cannot be used to earn 
Its interest charges, no one else who buys the machme would 
be likely to be quite so foohsh as to pay what the machme 
origmally cost (or even the ongmal cost less depreaation) 
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Anyone who calculated correctly and who bought the ma- 
chine at secondhand would pay only such a price for it as 
would allow him to earn interest charges on it at the present 
low price of the pioduct Consequently, the ownei of the 
business may be equally well (or badly) off if he keeps the 
machine in operation until it can return a part of its original 
cost through the sale of the product 
At first sight, It would appear that working capital could 
be withdrawn fiom a business far moie easily than fixed capi- 
tal, and in general this is true Whatever part of the working 
capital IS recouped in the price of a unit of the product when 
It IS sold need not be re-mvested by paying wages or buying 
a stock of goods or raw materials, unless the owner so de- 
sires However, when there is a laige amount of specialized 
fixed capital in the business, the owner may find it necessary 
to re-invest very nearly the same amount of working capital 
in order to recover some part of the value of the fixed capital 
by using it m production (Machines need labor to run them 
and raw material on which to woik ) For this reason, retail 
stores can go out of business completely much more easily than 
manufacturing establishments, simply because the retail stores 
have most of their capital mvested in the form of circulatmg 
or workmg capital rather than fixed capital 
When any busmess does not pay its interest charges, the 
creditors can legally take the business away from the owners 
by foreclosure or bankruptcy proceedings, but this merely 
makes the former creditors the new owners of the business 
Unless they can manage the busmess better than the former 
owners did, they will receive no more mterest than they did 
before the foreclosure As owners, they may get only 2 per 
cent on then mvestment while the market rate of interest may 
be 6 per cent Nor will there be anythmg they can do ex- 
cept either to continue running the business or try to with- 
draw their investments at a loss in the manner outlined above 
If they (or someone else to whom they may sell the busi- 



INTEREST 


439 


ness) continue to operate it, the amount of product that they 
put on the market will help to keep the puce depressed so 
that the odrer competitors m the mdustry will be m no better 
position to earn their mterest charges than they were when 
this particular firm was in the origmal owner’s hands 

Once industry has fallen into a condition wherein all of the 
firms are failmg to earn their mterest charges, there are only 
a very few things that could happen to restore their collective 
ability to earn mterest These are (1) for some of the firms 
to leave the mdustry completely, 7iot merely to change own- 
ership, (2) a fall m the rate of wages, (3) a fall m the price 
of raw materials, (4) an increase m the demand for the prod- 
uct If any of these things occurs (and no new firms enter 
the mdustry meanwhile), the rise m price of the product or 
the fall in costs may agam enable the firms to earn the mar- 
ket rate of mterest The hope that some of these eventualities 
will take place may keep many of the competitors m business 
far longer dian the circumstances justify Interest is a prom- 
ise, not a certamty, but it is a promise necessary to mduce 
the mvestment of new funds 

The Rts\ Element 

For many loans there is a serious risk that either mterest or 
prmcipal or both will not be repaid How does this aftect our 
problem ? In actual practice we will find that there are differ- 
ent market rates of mterest for loans estimated to represent or 
involve different degrees of risk The market rate of mterest 
will therefore cover two thmgs (1) the rate of mterest based 
on time preference and (2) a payment for the risk mvolved 
If the reader will look on the financial page of a newspaper, he 
;pill find quotations such as the following 


Issuing Company 

Rate 

Matiinty 

P)tce 

Yteld 

Blank Company 

3 50 

1965 

107i 

3 26% 

John Doe Company 

4 00 

1961 

ion 

3 93 

Richard Roe Company 

5 00 

1950 

82 

609 

State of Rurxtama 

600 

1963 

56 

10.71 
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The column headed Rate shows the number of dollars pei 
year the company will pay on each bond The column called 
Yield shows the actual rate of interest the lender is supposed 
to receive when the bonds that carry the given “rates” are 
sold at the prices shown The differences m yields are based 
on the estimate that the market places on the ability and will- 
ingness of the issuing organizations to repay the loans and the 
interest The higher yield shows that there is more doubt 
that the loan and nominal “rate” will be paid m full 

Note that the higher yield is m no sense an insurance 
premium to guarantee the repayment of any individual loan 
However, T it is the normal experience that, on the average, 
|1 00 out of every $100 00 invested in a certain type of com- 
pany will not be repaid, then any bank or mvestment com- 
pany which has an equal amount invested in 100 dffferent 
companies of this type will recover its losses by chaigmg each 
borrower an additional 1 01 per cent interest, and the remainder 
of the yield wdl be pure interest As far as any mdivid- 
ual lender who invests m only one company is concerned, if 
that company fads he will lose all or a part of the loan To 
him the higher yield represents a mere bait necessary to in- 
duce him to take a greater gamble with his funds 

Short-Term Loans 

If the reader will turn to another part of the financial page 
of the newspaper, he will find a column headed “Money 
Rates” or “Bank Rates” which shows the rates of mterest that 
banks are chargmg on short-term loans Here again he will 
find different rates of interest on duderent types of loans Or- 
dmarily, the shorter the length of time for which the loan is 
made, the lower will be the rate of interest, hence “call money” 
(loans on which repayment can be demanded any day the 
bank desires) -will bear the lowest rate of mterest Only in a 
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small part do these differences m rates represent differences 
in risk Extremely short-term loans (such as 30-day loans and 
call loans) are usually made with funds which the banks 
would not dare to use for long-term loans because they may 
need such money on very short notice Consequently, unless 
this money can be loaned for short periods, it will have to re- 
mam idle m the banks Therefore, the banks will ordmarily 
be glad to take any rate of mterest, even as low as a small 
fraction of 1 per cent, rather than have the funds remain 
idle and earn nothmg There is also another advantage of 
short-term loans which tends to make them lower priced If 
a bank extends a loan for 30 days and the market rate of m- 
terest suddenly rises from 3 to 5 per cent, at the expiration 
of 30 days the bank can demand that the borrower pay 5 
per cent to have the loan renewed, or it can loan the money 
to someone else at the higher rate of mterest, but if the loan 
had been for six months, the bank would have to wait the 
full SIX months before it could start charging the higher rate 
of mterest on this particular loan 
On the other hand, m times of financial panic it will be 
found that call loans carry much higher rates of mterest than 
other loans In part this will be deceptive, because while long- 
time loans may have rates quoted, no bank may be willing to 
make new long-term loans at such a time Moreover, m times 
of stock market panic, call loans have a peculiar advantage for 
the borrower Thus, if a man wishes to borrow for only one 
day m order to hold on to his stock m hopes of a price re- 
covery, call money at 21 per cent per year would cost him 
only 1/365 of this rate or about six cents per day for each 
$100 00 he wished to borrow On the other hand, if he bor- 
rowed time-money for six months at 12 per cent per year, 
It would cost him $6 00 for each $100 00 although he actually 
needs the money only for a few days 
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'Nominal and Actual Rates of Interest 

Care should be taken in reading interest rate quotations to 
distinguish between nominal lates of interest and tlie lates 
that actually are paid We saw this in the case of the bond 
quotations, the “rate” being the nommal rate and “yield” be- 
ing the actual rate Such differences will be also found occa- 
sionally in the rates charged by banks Thus, a bank may 
say that its rate is 7 per cent But when a man tries to bor- 
row $10,000 00, It may require him to borrow $20,00000 at 
7 per cent and leave $10,000 00 of it on deposit with the 
bank He is then paying interest on the $20,000 00 but has the 
use of only $10,00000, and the real rate of mterest on the 
money he has to use is 14 per cent and not 7 The same 
falsity of the nominal rate of mterest will appeal where, m ad- 
dition to the quoted rate, the borrower is charged a “commis- 
sion” for the grantmg of the loan 

A similar deceptiveness exists in the way mterest is charged 
on installment plan purchases For example, I may wish to 
buy a refrigerator the cash price of which is $12000, but the 
dealer tells me that I can pay $11 00 a month for 12 months, 
making a total of $132 00 He also tells me that this repre- 
sents a 10 per cent interest charge But does it ? One dollar 
per month amounts to $12 00 per year The first month when 
I am borrowing the full value of the refrigerator ($120 00), the 
actual rate is 10 per cent However, each subsequent month 
I reduce the amount which I am boirowing by $1000, but 
I still pay $1 00 per month (a rate of $12 00 per year) on the 
progressively decreasing sums which I am borrowing For 
each month, if we divide $12 00 by the amount of the un- 
paid balance, we will derive the actual annual rate of mter- 
est which $1 00 per month represents, as shown by tlie table 

This table shows what it really costs to “pay as you use,” 
as the advertisements tell you to do Usmg a similar method, 



INTEREST 


443 



Unpaid Balance 

Intetest 

Actual 4nn lal 


(Amount 

(^1 00 p€i month 

Rate of Into e&t 


actually hot iotved ) 

ot $12 00 pa yeai ) 

on Balance Due 

1st month 

$120 00 

$12 00 

10 00% 

2nd month 

110 00 

12 00 

10 91 

3rd month 

100 00 

12 00 

12 00 

4th month 

90 00 

12 00 

13 33 

5th month 

80 00 

12 00 

15 00 

6th month 

70 00 

12 00 

17 14 

7th month 

60 00 

12 00 

20 00 

8th month 

50 00 

12 00 

24 00 

9th month 

40 00 

12 00 

30 00 

10th month 

30 00 

12 00 

40 00 

11th month 

20 00 

12 00 

60 00 

12th month 

10 00 

12 00 

120 00 

Weighted average rate on un 

paid balances 

18 46% 


one can find the true rate of interest on any installment plan 
purchase, or on a loan from a “small loan company” which 
IS repaid m small mstallments 

Ban\ Discount 

Another source of confusion as to die actual mterest rate is 
the practice of bank discount This is used on many short- 
term loans If the bank discount is 5 per cent, instead of 
charging mterest as a separate item, the bank will take your 
promise to pay |100 00 one year from now and give you $95 00 
today Actually you have the use of only $95 00 and you pay 
$5 00 for It The actual rate of mterest is then 5 26 per cent 

Cash Discounts and Trade Discounts 

The reader may have had occasion to notice on the bills sent 
to retailers by wholesalers or manufacturers the phrase “2% 
ten days” meaning that the retailer may deduct 2 per cent from 
the bill if he pays withm ten days This is not mtended as an 
mterest charge but as a penalty for failure to make prompt pay- 
ment of the bill If the retailer bought and sold the same 
amount of goods twelve times a year, 2 per cent on each turn- 
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over would represent 24 per cent a year on his working capital, 
so he IS encouraged to borrow from the Hanks at 4 or 6 per 
cent m older to take advantage of this discount and pay cash 
to the wholesaler In certain products where the manufac- 
turer’s catalog IS to be shown to the consumer, the prices quoted 
are retail prices, and then from these prices the retailer is al- 
lowed to deduct a discount ranging sometimes as high as 40 
or 50 per cent to cover his own selling costs and profit These 
discounts as well as the cash discounts are not interest rates, 
they are merely different ways of quolmg the prices of goods 

Valuation of Income-Producing Property 

Regardless of the nature of mcome from property, whether 
It be interest, rent, or profits, the principles which govern the 
determination of the value of such mcome-producmg property 
are the same In ordei to determine the value of any piece of 
property which yields an mcome, at least two things must be 
known the amount of tlie annual income and the market rate 
of interest 


Capitalization of Earning Power 

With any property that may be expected to yield the same 
unchanged mcome perpetually, a knowledge of the above two 
elements alone wdl enable us to determme its present value 
We would find out what sum of money mvested at the market 
rate of mterest would yield the same mcome as the piece of 
property in question That sum of money will then be the 
value of the property m question To find this sum, we divide 
the annual mcome expressed in dollars by the market rate of 
mterest For example, let us assume that there is a certain 
piece of land which we know will yield an mcome of $6,000 00 
a year forever, and that the market rate of mterest is 6 per 
cent Dividing $6,000 00 by 06 gives us $100,000 00, which is 
the sum we would have to have mvested at 6 per cent in order 
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to yield us an annual income of |6,000 00 The value of the 
land under the given conditions is $100,000 00 
We notice that a change either in the interest rate or in the 
annual earnings will change the value of the income-yielding 
property Thus, if the annual earnmgs remained the same 
($6,00000) but the interest rate declined to 3 per cent, the 
value of the property would be doubled, smce twice as great 
a sum would have to be mvested at 3 per cent to earn 
$6,000 00 as was the case at 6 per cent On the other hand, 
if the annual earmngs declme while the rate of mterest remams 
constant, the value of the property will declme proportionately, 
and, likewise, if the annual earnings mcrease for any reason 
while the rate of mterest remams unchanged, the value of the 
property will rise proportionately 
The above method of figurmg values is sometimes called 
capitalizing the earning power This method may be used to 
find the maximum value at which a share of stock should sell 
It will be found, however, that m stock market “booms” stocks 
often sell for many times their capitalized earnmg power 
Sometimes such valuations are based on anticipated future earn- 
mg power In this case, the valuations are no sounder than 
the forecasts of mcreased earnmgs on which they are based. 
Often, however, the prices of stocks exceed any valuation based 
on any reasonable forecast of future earnmgs In these in- 
stances the prices are usually due to the sheer ignorance of the 
speculatmg public which believes that, because a stock has al- 
ready risen fifty pomts, it wdl rise fifty more Actually, m 
sober truth, every pomt that a stock rises above its capitalized 
earnmg power is just that much more reason to expect a declme 
m Its price When we reflect that excessively high prices of 
stocks usually occur at the peak of the busmess cycle when 
corporate earnmgs are known to be abnormally high, pnces 
that could be justified only by still greater earnmgs are ob- 
viously fictitious 
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Valuation of Terminable Income Property 

We must now turn our attention to the valuation of other 
income-yielding property which will yield an income not in 
perpetuity but only over a definite period of time We find 
the method in this case somewhat different from that shown 
above Our procedure is to take the annual income for each 
year until the income-yielding capacity is exhausted, and then 
to discount (deduct mterest from) each year’s installment of 
income for the length of time that we would have to wait for 
the property to yield the income The total of these discounted 
income payments will then be the present value of the income- 
producing property 

The present value of any future payment is given by the 
formula 

1 . 

p ^ ^ 

(1 + 0 ” 

where P is the present value, r is the rate of interest, n is the 
number of years that will elapse before the payment is to be 
received, and A is the amount of the future payment 

An example will help to make this clear Suppose that there 
IS a coal mme which will yield a net return over operating 
costs of $1,000 00 a year for a period of ten years, but that at 
the end of that time the coal will be exhausted, so that no 
more mcome will be obtainable from the mine Suppose also 
that the market rate of interest is 5 per cent The computa- 
tion of the value of the mme is given in the following table 




(1) 

(2) 

(3) 

(4) 

(5) 




Vi esent Value of 

Value Still 

Amount of 

Amount of 


Nei 'Return 

Each Year*s 

tn the Mme at 

Intel e St 

Principal 




Net Retm n 

End of Year 

Received 

Recovered 

1st 

year 

11,000 00 

$ 952 38 

$7,107 82 

$38609 

f 613 91 

2nd 

year 

1,000 00 

907 03 

6,463 21 

355 39 

644 61 

3rd 

year 

1,000 00 

863 84 

5,786 37 

323 16 

676 84 

4th 

year 

1,000 00 

822 70 

5,075 69 

289 32 

710 68 
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(1) 

(2) 

(3) 

(4) 

(5) 




Present Value of Value Still 

Amount of 

Amount of 


Net Retmn 

Each Yeah s 

tn the Mine at 

Interest 

Pnnctpal 




Net Retmn 

End of Year 

Recett ed 

Recovered 

5th 

year 

1,000 00 

783 53 

4,32948 

253 79 

746 21 

6th 

year 

1,000 00 

746 21 

3,545 95 

21647 

783 53 

7th 

year 

1,000 00 

710 68 

2,732 48 

17730 

822 70 

8th 

year 

1,000 00 

676 84 

1,85941 

136 16 

863 84 

9th 

year 

1,00000 

644 61 

952 38 

92 97 

907 03 

10th 

year 

1,000 00 

613 91 


4762 

952 38 




17,721 73 

Total Present Value 



To obtain the value of the first year’s return, we have used the 
formula to find the sum which would have to be mvested at 
5 per cent for one year in order for the principal and mterest 
combmed to equal $1,000 00 at the end of the year Substitut- 
mg in the formula 

1 

p = X 11,000 00 = 1952 38 

(1 + 05)1 

The present value of the second year’s return is $1,00000 di- 
vided by (1 05)^, and so on The total of these values gives 
the present value of the mine 

Careful consideration of the table will save us from a com- 
mon error We must not consider the entire return of $1,- 
000 00 as a net income Part of it is mcome and part of it is 
return of capital invested At the end of the first year, the 
mine has declmed m value by $613 91 (at the end of the year 
the mme is only a nme-year mme, so that its value is shown 
by the total of the first nine items m column 2) Only $386 09 
IS a true mcome, and the other $613 91 represents a repayment 
of the prmcipal At the end of the second year, the mine will 
have declmed in value by $644 61 more, and only $355 39 is a 
net income, and so on To keep our capital intact so that we 
would continue to earn the same amount of income, we should 
need each year to re-mvest, m some other enterprise earning 5 
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per cent, that part of the $1,000 00 which constitutes a return 
of capital This process of reinvestment to earn a constant re- 
turn IS sometimes called amortization 
The term amortization is also used to describe the reinvest- 
ment of a part of its revenue by a business corporation (rather 
than paying this revenue out in dividends) so that it will be 
able to repay a bond issue when due 
If the reader bears this principle of limited income yield in 
mind, he will not confuse the comparatively high rates of return 
on the stocks of oil- or gas-producing companies or mining 
companies as bemg a higher net income than is yielded by 
stock m some other companies in which the income-yielding 
resources are not being exhausted by depletion (Some com- 
panies of this nature do set aside a “depletion allowance” to 
allow them to repurchase new sources of supply when their 
present ones are exhausted To the extent that this allowance 
has been figured accurately, the dividends paid then do rep- 
resent a true net mcome which can be spent by the recipient 
without fear of impairmg his principal ) 

While we have confined our illustration to extractive indus- 
tries, the same principle of declinmg capital value would apply 
to any manufacturing umt that was allowmg its plant and 
equipment to wear out without settmg aside a fund for its 
replacement and that was paymg what should be the deprecia- 
tion allowance as a dividend to its stockholders 
To return to our illustration of the mme, the accuracy of 
our valuation is really dependent on two sets of forecasts — one 
engineering and one economic The engmeer may estimate 
for us how long the coal will last at its present rate of extraction 
If we can accept his estimate as accurate, the remainder of the 
problem is economic For the value to be as we have calculated 
it, three things must remain the same over the ten-year period 
the price of coal must remain the same, and its cost of extraction 
must remain the same (or, if they change, both must change 
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in the same direction and by the same amount) m order that 
the net return lemam unchanged, and finally, the interest rate 
must remain unchanged Changes m any of these elements 
would tend to mcrease or decrease the value of the mme 
We have said nothing about the cost of plant and equipment 
in connection with the value of a manufacturmg unit or in 
connection with any other kmd of mcome-producmg pioperty 
This IS because such costs have ordmarily no significance in 
determmmg the value Whether the factory cost a certain 
amount origmally or whether it would cost a certam amount 
to reproduce it at the present time ordmarily enters very little 
into the calculations of an mdividual who is considermg buying 
the factory as a going business It is true that he would ordi- 
narily not pay more for a factory than it would cost him to 
duplicate it by buildmg another himself, and hence duplication 
cost sets an upper limit to the price he will pay The prime 
mterest of the prospective buyer is not in the cost of the factory 
but m Its capacity to yield income No matter how much 
machinery and equipment may have cost origmally or how 
much It would cost to duplicate them, if they cannot be made 
to yield an income m operation, their value is no more than 
what they will brmg as junk 

Valuation of Public Utilities 

The discussion thus far should give us an msight mto some 
of the difficulties which confront Public Service Commissions, 
the Interstate Commerce Commission, or other bodies that have 
the task of regulating the rates or prices which public utilities 
are allowed to charge The law ordinarily specifies that such 
public utility companies be allowed to earn either a specific 
rate of interest or a “fair rate of return” on the value of the 
mvestment m them The regulatory body cannot use the 
method of “capitalizing the earnmg power,” which we have 
discussed above, m order to determme what is the “value of 



4S0 


INTEREST 


the investment,” since whatever rate it allows the company to 
charge will m itself be the principal factor which determines 
the earnmg power, or at least which will set a maximum to 
the earning power For example, if the demand for city water 
IS quite melastic, the higher the rates a water company is al- 
lowed to charge, the higher will be its earnings, and conse- 
quently the higher will be the value of a property which is 
capable of making such earnmgs On the other hand, if the 
company is allowed to charge only very low rates, the value of 
the company based on its earning power would be extremely 
low 

Deprived of the method of capitalizing earning power as a 
means of establishing the value of public utilities on which a 
rate of interest is to be allowed, the regulatory bodies are forced 
to fall back on the cost of plant and equipment as a means of 
setting the value on which the allowed rate of return is to be 
calculated Here a controversy mstantly arises as to which 
cost — origmal cost or cost of replacement — shall be the cost basis 
on which earnings are calculated Usually, in times of depres- 
sion (when original cost is higher than replacement cost), the 
utility companies insist that original cost should be the basis 
used for valuation But when prosperity returns and replace- 
ment costs are higher than original costs, it is replacement costs 
that they insist on as the basis for valuation 

The fact that the Interstate Commerce Commission spent 
years of time and millions of dollars attempting to value the 
railroads, and still did not arrive at a valuation which could be 
fully sustained m the courts, is evidence of the difficulties m- 
volved 

As if the problem of valuation were not enough, the regu- 
latory body IS also saddled with the additional difficulty of 
determming what may and what may not be considered as 
legitimate operatmg costs to be deducted from gross revenue 
when earmngs are calculated, to see if they exceed the earnmgs 
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allowed by law For example, if ti.e president of a company 
were also the majority stockholder, he might vote to pay him- 
self an extremely large salary and insist that this was a cost 
which must be deducted before the earnmgs of the company 
were computed The regulatory body would be then faced 
with the problem of determining whether the president was 
really worth this sum to the company and, if not, what should 
be a fair salary for his sei vices 
Smee all public utility companies are monopolies, there are 
no competitive businesses rendermg the same kind of services 
with which they may be compared to find even a partial an- 
swer to the above problems Regardless of our political affilia- 
tions, we may sympathize with the desire to find a “yardstick” 
with which to measure public utility companies Whether or 
not the T V A power development is really a proper yardstick 
IS, of course, another question 



CHAPTER XXIV 

Rent 

TERM rent in popular speech implies a payment 
made for the hire or use of any material good We shall 
do well to forget this definition for the time being, since m 
economics the term has a very different meaning, and we 
shall find that it is only in certain very peculiar circumstances 
that economic rent is also rent m the sense in which that term 
IS used in common speech 

Inelastic Supply of Factors of Production 

In economics, whenever any unit of a factor of production is 
receivmg a greater income than the minimum amount necessary 
to mduce that factor to remam in its present occupation, the 
surplus of receipts over its mmimum supply price may be called 
an economic rent Thus we have seen ^ that some savers would 
be willing to lend a part of their funds at zero interest Never- 
theless, because the amount of funds required by borrowers is 
greater than the amount which would be supplied at zero in- 
terest, these savers will be able to charge the full market rate 
of mterest on sums that they lend 
We can find the same type of surplus, or rent, in the mcomes 
received by some units of the other factors of production 
Thus, if some workers in a trade would be willing to work 
for $10 00 a week, but the demand for the product is such that 


Interest as well as the price o£ other factors is determined at the margin 

AS2 
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It IS necessary to induce other workers into the trade who will 
not work for less than |15 00 a week, the first workers (who 
now receive f 15 00 also) will be receiving a rent of |5 00 a week 
— the difference between what they would have been willing 
to work for and the amount they can actually get because of 
the greater demand for their services 

It will be seen, then, that rent can arise only when the supply 
of any factor of production is less than perfectly elastic “ If 
the supply were perfectly elastic, then by definition the supply 
prices of all units of the factor would be the same The market 
price of the factor would be exactly equal to the supply price, 
an mcrcased demand would merely call forth more units at the 
same price But when the supply of a factor is less than per- 
fectly elastic, the units of the factor which have the lowest 
supply price will be used first So long as only these units are 
used, there will be no rent As soon as the demand increases 
to a point where it is necessary to employ higher-priced units of 
the factor, rent will arise on those units of the factor whose 
supply price is lower, since m a competitive market they will 
be able to demand the same market price as is received by those 
units which are just forthcommg at the market price 

It is, however, in connection with surplus mcome from land 
that the term rent is most often used by economists Indeed, 
many economists reserve the term rent for uses in connection 
with land alone, and employ other terms for the monopoly 
gams we have noticed above It is not necessary, however, for 
us to quibble over the use of these terms By whatever name 
they are called, the nature of these meomes is the same they 
are a return made possible because the supply of the factor is 
less than perfectly elastic and because the demand for the factor 
IS sufficient to require the use of more units of it than would be 
offered at the lowest supply price of any unit 

2 Robinson, Joan, ’Economics of Imperfect Competition, Ch 8, The Macmillan Co , 
London, 1934 
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Rent from the Social Point of View 

Considered from a social point of view, all income derived 
from the uses of the services of land is an econormc rent We 
have defined land as mcluding all natural resources (all natural 
raw materials, all natural sources of non-animal energy, and 
standing room) By definition, these natural resources are 
the free gifts of nature, they have no cost of production and 
consequently no supply price based on cost of production 
Furthermore, the physical laws of the conservation of energy 
and the mdestructibility of mattei assure us that the efforts of 
man cannot add to or subtract from the total amount of such 
resources From the point of view of society as a whole, any 
payment for the use of matter and energy in their original 
natural forms is a surplus over supply price, and from the point 
of view/of society as a whole the rent of land is not a cost of 
production How, then, can we explain the payments which 
are made to those who happen to own land ^ 

In the first place, while matter and energy as such exist m 
unlimited quantities, the quantities m which they exist in their 
present form are not unlimited Furthermore, some forms of 
matter and energy are adaptable for human use with far less 
cost of labor and capital than are other forms Thus, carbon 
in the form of coal can be obtamed with less effort and cost 
than carbon from the atmosphere or from sea water, the latent 
energy of a waterfall can be harnessed for human use for some 
purposes at far less labor cost than energy from the sun or the 
tides Nitrogen already present in a particular piece of soil 
is available for use as plant food without any additional ex- 
penditure of labor or capital such as would be required to brmg 
nitrates from Chile or to extract them from the atmosphere 
for use m another piece of soil that lacked nitrates 

But the mere fact that natural resources in certam forms can 
be used m production with less cost in labor and capital than 
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natural resources in other forms is not, in itself, a sufficient ex- 
planation of the reason why the owners of the land in which 
these resources are embodied are able to demand a payment for 
the use of such land To explam successfully the rent of land, 
we must be able to show that the services of land are sufficiently 
scarce relatively to the demand for such services that a payment 
will be made for their use (It does not matter whether such 
a payment is received by the landlord as a surplus over other 
costs by using the land m production himself, or whether he 
leases the land to someone else for a cash rental ) 

To start our analysis in the sirhplest case possible, let us as- 
sume that all land is capable of producing only one product 
and tliat all land is of equal productive power (equal fertility, 
and so forth) In these circumstances, under pure competition, 
an mcreasing demand for the product will be met by an in- 
creasmg number of firms, each producmg at the point of 
mmimum average total unit costs, until all the land is in use 
Production for the mdustry is under conditions of constant 
costs Until all land is m use, land is not a scarce factor of 
production Price will be equal to minimum average total 
unit cost of all firms m the industry, and there will be no sur- 
plus over cost to go to the landowner as a rent If the land- 
owner uses the land in production himself, the total revenue 
from the product will cover only wages, mterest, and wages 
of management No one else would pay to use the land, since 
the total costs would likewise be equal to total revenue and they 
would have nothing left with which to make the payment 
Now, what happens when all the land is in use and the 
demand for the product mcreases still further ? Output can 
no longer be expanded by adding more land, but only by usmg 
other factors in greater amounts m connection with the fixed 
amount of land m existence The law of nonproportional 
outputs will now operate to brmg about mcreasing marginal 
and average costs as expansion of output is attempted The law 
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of nonproportional outputs we stated as follows Whenever 
any factor of production is held constant in amount, as suc- 
cessive units of other factors arc used m combination with it, 
the output of the product will not be in continuous proportion 
to the amount of variable factors used, but will mciease to a 
maximum proportion, after this point, additional output per 
unit of variable factor added will decline 

When land is the fixed factor which is held constant in agri- 
cultural production, the working of the law of nonproportional 
outputs IS easy to observe For instance, let us assume that 
we have but one acre of ground on which to raise corn As 
we attempt to use more and more seed, we will soon reach a 
point where the plants are crowded and an additional pound 
of seed will result m a smaller addition to the crop than resulted 
from the previous pound of seed As we hire more and more 
labor to hoe the corn, we will very shortly reach a point where 
an additional hour’s labor m hoeing will result in a smaller 
addition to the total crop than the previous hour of hoemg 
labor Similarly, the use of additional pounds of fertilizer will 
begin to show dimimshmg proportional outputs A si mil ar 
point will be encountered m the use of additional farm tools 
With the prices of the variable factors given, the least cost com- 
bmation of variable factors with a fixed acre of land can be 
determmed as shown m the chapter on “Equilibrium of the 
Industry ” 

After the least cost combination has been attamed, the at- 
tempt to expand output by addmg more of any or all of the 
variable factors will result m increasmg margmal and average 
costs, even though the prices of the variable factors do not rise 
when more of the units of the factors are used For example, 
assume that the wages of farm labor are 50c an hour and that 
we can obtain all the labor we want at that price, that the price 
we pay for seed-corn is 2c a poimd and that the price of ferti- 
lizer IS also 2c a pound Further assume that at the least cost 
combination the addition of the last hour of labor and of the 
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last pounds of seed and fertilizer lias added three bushels of 
corn to the total crop The marginal cost of the added output 
IS 54 — 3 or 18c per bushel Now, let us add one more hour 
of labor and one more pound each of seed and fertilizer We 
find that this adds only two bushels of corn to the total crop 
Marginal cost per bushel is now 54 — 2 or 27c Thus, the cost 
IS rising as more units of variable factors are added, simply 
because of decreasmg output per unit of variable factor, al- 
though the prices of the factors remain unchanged ^ 

When all land is in use, if people want more of the product 
than can be produced at the least cost combmation, they will 
have to pay a price for it which is equal to margmal cost Each 
producer will expand output to the pomt where price is equal 
to marginal cost But at this output average total unit cost will 
be less than the price of the product and total revenue will be 
greater than total cost Here is a surplus return over costs 
Each firm will be in equilibrium because margmal revenue 
(under pure competition the same as price) is equal to marginal 
cost The industry will be m equilibrium because no new firms 
can enter to take advantage of the surplus, since there is no 
more land for them to use This surplus is economic rent of 
land The owner can earn this economic rent by usmg the 
land bimsflf in the production of the product If the landlord 
does not care to use the land himself, he can offer it for lease to 
others Competitive biddmg for the use of the land will then 


3 All of the above is simply another way of saying that the elasticity of substitution 
of labor and capital for land is less than infinite When we hold the amount of land 
constant and attempt to add more labor and capital to it, instead of increasing the 
amount of land used also, we are really attempting to subsutute labor and capital for 
land in the process of production As we have seen above, there are limits to the 
profitability and, eventually, to the physical possibility of such substitution As a 
bright undergraduate once remarked, ‘If it were not for the law of nonproportional 
outputs, the food for the entire world could be grown in a flowerpot” If it were not 
for the law of nonproportional outputs, an ever greater output could be obtained 
merely by using more and more capital on small pie<?es of land best suited for any kind 
of producuon In other words, the elasticity of supply of services of land would be 
infinite as far as the purposes of production were concerned An ever expanding out- 
put could be produced without encountering scarcity of land^ and there would be no 
rent of land 
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force whoever does obtain the use of tlie land to pay the full 
amount of the economic rent for it Even if theie is only one 
bidder, the landlord can refuse to lease the land for a smaller 
rent than he could make by using it himself to pioduce the 
product (Note that even though the landlord were to decide 
to make no charge for the use of the land, economic rent would 
still arise The freeholding tenants would then themselves 
produce to the point where price was equal to marginal cost, 
and pocket the economic rent themselves ) 

Differential Rent 

In the preceding discussion we made the assumption that all 
land was of equal productivity or fertility We shall now 
remove that assumption, recognizing that for most purposes 
there are different grades of land This introduces no contra- 
diction, but merely an elaboration of our previous analysis 
When there are different grades of land, the best (most produc- 
tive) grade will be used first before recourse is had to the poorer 
lands So long as the demand for the product is so small that 
all the best grade land is not needed to produce the output, the 
situation will be the same as above when there was only one 
grade of land and not all of it was in use Price will be equal 
to minimum average total unit cost and there will be no rent 
When all the best grade land is in use, further increases m the 
demand for the product will be met first by more mtensive 
cultivation of this best land Price will be equal to marginal 
cost and greater than average total unit cost, and rent will arise 
on the best grade land, exactly as before 

As demand increases still further and output on the best land 
is expanded, a point will be found where the rismg margmal 
cost on the best land is just equal to mmimum average total 
unit cost on the next best grade of land At this point the sec- 
ond grade of land will be brought into use It will be earning 
no rent (with the price equal to mimmum average cost), but 
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farmers would be exactly as well off using this land and receiv- 
ing no rent from it as they would be if they leased the best 
grade land from others and paid the full economic rent for 
Its use 

After all of the second grade land is m use, if the demand 
for the pioduct increases still further, output will be increased 
on the second grade land beyond the point of minimum costs 
(and output on the first grade land will be expanded still 
further) Price will now be equal to margmal cost and greater 

Grade A Land Grade B Land Grade C Land 



than average cost on the second grade land, and the second 
grade land will now start to earn a rent, although not as 
large a rent as that on the best land As demand mcreases 
and price rises further, a pomt will be found where rising 
margmal costs on the two grades of land are exactly equal 
to mmimum average cost on a third grade of land At this 
point the third grade of land will be brought mto use with 
results similar to that on the second grade, and so on with 
successive price rises for as many grades of land as there are 
m existence 

The diagram illustrates the emergence of rent on different 
grades of land MC is margmal cost (not mcludmg rent) and 
AC IS average total unit cost (not mcludmg rent) on each 
of the three grades of land Pi, P2, Ps, and Pi arc various 
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possible prices of the product, and Qi, Qz, Qz, and Qi are the 
outputs which would be pioduced at these prices 
At price Pi diere is no rent Between prices Pi and P2, the 
situation is the same as if grade-A land were the only land 
in existence price will be equal to marginal cost, and the dif- 
ference between marginal and average cost, multiplied by die 
output, will constitute rent At price P2 rent on grade-A land 
is shown by the area PJFDH At puce P2 it will be noticed 
that grade-B land is brought into cultivation but earns no rent 
At price Pa the rent of both giade-A and grade-B land is shown 
by the shaded areas At price Ps, grade-C land also comes into 
cultivation, earnmg no rent At puce Pi, grade-C land would 
be earning a rent also 

Under pure competition, so long as land is capable of pro- 
ducing only one product, output of the mdividual firm will 
be the same regardless of whether rent is considered as a cost 
or not If the owner is usmg the land himself m production 
and does not consider rent as a cost to himself, rent will be 
the net return which he is trying to maximize, and he will 
produce up to the point where price is equal to margmal cost 
(not including rent), as we have seen above If a tenant hires 
the land and pays full economic rent for it, rent will be a fixed 
cost and will not determine output Furthermore, at any given 
price for the product, minimum average cost (including rent) 
will be the same as marginal cost (not mcludmg rent) This 
may be seen m the diagram 
At price Ps, on grade-B land 

EQ^ IS marginal cost (not including rent) at output OQ^, 

NQ3 IS average cost (not including rent) at output OQ^, 
total rent is the shaded area RENT 

Average rent per unit of product, at output OQ^, is given by 
the height of the shaded area EN 

ButEN -)- NQg — EQ^, that is, average cost (not including 
rent) plus average rent is equal to marginal cost (not includ- 
ing rent) 
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For a fixed cash rent equal to RENT on grade-B land 
At any output less than OQ^, average rent per unit of prod- 
uct would be much greater than EN, since total rent would 
be divided by a smaller number of units, hence, average cost 
(including rent) would be greater than EQ^ 

At any output greater than although average rent per 
unit of product is falling, average cost (not including rent) is 
rising so rapidly that when the two are added together, aver- 
age cost including rent is greater than EO^ 

Therefore, EQ^ represents minimum average cost, including 
rent (This is not a peculiarity of this diagram, for it can 
be shown by calculus that these relationships hold for any set 
of marginal and average-cost curves ) 

As far as we have gone in our analysis, it would appear that 
rent is purely a result of die price of the product and is not a 
cost factor that will help to determine output and price This 
would be true if there were only one product that land was 
capable of producing (the assumption which we made) Our 
analysis of rent can stop here for any land which has only one 
use Wherever land has only one use, the rent will be a result 
of the price of the product and will amount to the difference 
between the price of the product and the labor and capital costs 
of production on each unit of output 
Regarded from the point of view of society, all rent of land 
IS of this nature, that is, the total amount of all^land m existence 
IS fixed, and the amount of land cannot be increased or de- 
creased by its owners in order to obtain a price for it. The 
elasticity of supply of land m general might be said to be zero 
Landowners will offer all the land they own m return for what- 
ever income they can get for it ^ 


Reni Within an Industry 

However, looked at from the pomt of view of a smgle m- 
dustry, at least a part of the rent of that land which has more 


4 From our pomt of view, it makes no difference whether the landlords receive rent 
by leasing the land to others or by using the land themselves m producUon, the supply 
of land for the purposes of production will be the same 
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than one use enters into the cost of production and helps to 
determine output In order to obtain land for any particular 
use, an industry will have to pay a lental that is at least equal 
to that which the land could earn in other uses As the indus- 
try expands and it becomes necessary to draw land away from 
other uses in which it is incieasingly valuable, the price which 
this industry will have to pay for the use of the land will rise 
The minimum supply price of each piece of land to the industiy 
will be the amount which the land could earn in its most valu- 
able alternative use Such a price may be called the opportunity 
price of the land, since it is the price necessary to cause the land 
to be transferred for use in this industry 
The price of the product will be determined at the point 
where price is just equal to margmal cost (including transfer- 
ence price of land) on the highest cost land which is to be re- 
tamed m the industiy It should be noted that from this point 
of view, the marginal land (that land which will leave the 
industry first if the price of the product falls) need not be the 
least eflBcient nor the poorest land m use Thus, land which 
IS best suited for the production of wheat may also be best suited 
for dairy farming And this land might be the first which 
would be withdrawn from wheat production and turned to 
dairy farmmg if the price of wheat falls 
When the opportunity price of land is considered as a cost 
of production to the industry, there is still the possibility of a 
surplus which we may call economic rent within the industry, 
if the transference price of land to the mdustry is. rising as 
more land is used The firms usmg the land with the lowest 
opportunity price will be able to obtain the same price for their 
product as the firms usmg the highest cost land They will, 
of course, expand output to the pomt where margmal cost is 
equal to price, but a surplus return will remain on the intra- 
margmal lower cost units of output If the firms using the 
land with the lower opportunity prices have taken the land 
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on a long-term lease before the industry expanded, or if they 
have bought the land, they will be able to pocket this surplus 
for themselves If not, the landlord will be able by threatenmg 
to lease the land to others to msist that they pay the full eco- 
nomic rent as soon as their lease expires 

Rent from the Point of View of the Individual Fitm 

From the pomt of view of the individual firm, all rent of all 
factors must be considered as costs of production If the firm 
leases land from others, the cash payment of the rent is obvious 
as a cost If the owner of the land uses it himself m production, 
the full payment that he could have received had he leased the 
land to others will be an opportunity cost While this will not 
be a cash expenditure which the owner must pay out, unless he 
considers rent as a cost he will be deceiving himself as to the 
source of his mcome and may be overlookmg the opportunity 
to make a greater mcome Thus, if I am farming my own 
land, and the returns which I receive after all other costs (in- 
cluding interest and wages of management) are accounted for 
do not equal the amount which I could receive by leasing the 
land to someone else, I would be neglecting die opportunity to 
make a greater mcome 

The rent that arises because of differences m the opportunity 
prices of land might be called an intra-industnal rent It is a 
surplus which can be earned by usmg the land m this mdustry 
rather than m its next most valuable use This part of the pay- 
ment for the services of the land will not influence the output 
of the mdustry, smce the land will be retamed for use m this 
mdustry so long as it is earning at least its opportunity price 

However, the consideration of all payment for the services 
of land (mcludmg mtra-mdustrial rent) as a cost to the mdi- 
vidual firm (either a money cost or an opportunity cost) will 
help to determine which firm is to obtain the land for use 
w ithin the mdustry Thus, if I own a particular store location 
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which can earn much more in use as a shoe store than for any 
other purpose, I will be able to demand for its use the full 
payment of what it can eain as a shoe stoie (including intra- 
industrial rent), and I will not have to be content with the lesser 
earnings it could make as a grocery store If the first tenant 
to whom I happen to lease the location proves to be a poor shoe 
store manager and cannot make the store yield the full amount 
of this payment, I will not have to lower the rental, because if 
he fails I will be able to lease the store to a better manager who 
IS able to take full advantage of the location The maximum 
amount of rental that I can receive will lie somewhere between 
what the best manager and what the second best manager are 
willmg to pay for the use of the location But in no case can 
the rental I receive exceed tire rental on the next best shoe store 
location by more than the difference between what the best 
manager could eain by usmg my location and what he could 
earn by using the next poorer location If I try to run the shoe 
store myself and find tliat I am not a good manager, I will be 
able to receive moie by leasing it to someone else who is 

Locatton Value 

The rent of land as we have explained it is a value surplus 
left over after other costs have been accounted for This sur- 
plus depends upon the amount received from the sale of the 
output and upon the costs necessary to produce that output 
A given piece of land can command a rental either because 
costs of production on it are low, or because the receipts from 
the sale of its product in the particular location are high We 
have already exammed tlie mfluence of difierential costs of pro- 
duction upon rent. We must now turn our attention to the 
mfluence of location. 

Of two pieces of land equally productive (that is, on which 
costs of production are the same), the one located nearest to 
the market for the product will command the higher rental 
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This will be due to the differences in the cost of transporting 
the product to the market Thus, a dairy farm located within 
100 miles of New York City will receive a higher total revenue, 
after freight charges are deducted, on the same quantity of 
fluid milk sold in New York City than would be received by 
a dairy farm 200 miles distant from the city The full amount 
of this difference will be an addition to the economic rent of 
the better located farm The additional rent due to the location 
of the land might be called its location value 
The location value of retail store sites requires further ex- 
planation A particular store location can earn a high rental 
either because people are willmg to pay high puces to trade in 
that location or because a large volume of business can be 
done in that location The high rentals paid by many so-called 
“exclusive’ shops on Fifth Avenue are due to the fact that the 
district IS considered a fashionable place in which to buy, and 
in consequence the wealthy people who trade there allow them- 
selves to be charged higher prices than they would pay for the 
same goods if they were displayed and sold on Tenth Avenue 
On the other hand, the high rental earned by some other stores 
IS due to what is called the high “rate of turnover” which 
IS possible in these stores, or to the volume of business which 
can be done at a low price The “rate of turnover” is the num- 
ber of times a year that the same value quantity of goods can 
be bought and resold A store with a high rate of turnover 
can do a greater volume of business on the same amount of m- 
vested capital than a store with a smaller rate of turnover, con- 
sequently, smce Its interest costs are less, there will be a greater 
surplus left as rent The total volume of business which a store 
can do is also a factor m determmmg the rental A store 
which IS empty of customers for a great pait of the time will 
still have to mamtam a sales force to care for customers when 
they do come in, so that the cost of salesman’s wages per unit 
of goods sold will be high On the other hand, a better located 
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store may have a sufficient number o£ customers coming in all 
the time, so that its salespeople are fully occupied and its selling 
cost pel unit of output is lower The latter store will then 
be able to earn a higher rental than the poorer located stoie 
For these two reasons — ^volume of sales and rate of turn- 
over — a United Cigar Store located at Times Square pays 
a higher rental than a similar store located in the Bionx, even 
though cigars and cigarettes sell for die same price in both 
places 

Another element in location value closely related to the above 
IS the lower advertismg costs which may be necessary to do the 
same volume of business m different localities Thus, a store 
that is so located that a large number of prospective buyers pass 
It every day may use its windows for display purposes and sell 
a large volume of goods without further advertising cost A 
store so located that buyers are not in the habit of passing it 
will have to incur a much greater expense for advertising m 
order to do the same volume of business The bettei -located 
store would command a greater rental than the one in the 
poorer location 


Urban Site Rent 

The difference between the nature of the location value of 
agricultural land and the location value of urban sites must be 
recognized The location value of agricultural land is due to 
Its distance from a competitive market and is mamly a function 
of transportation costs The location value of urban sites con- 
tams a distinct monopoly element ^ Possession of a particular 
site carries with it a partial monopoly of the trade of a particu- 
lar group of people insofar as people are motivated by habit 
or laziness in trading in those localities which are most con- 


Chamberlin, E , The Theoty of Monopolistic Competition, Appendix D Harvard 
University Press, 1935 John Ise presents an interesting contrary view in the 
Amencan Bconomtc Review, February, 1940 
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venient to them If all people would buy only from the dealer 
who offered goods at lowest prices regardless of his location, 
no retail store location could command a higher rental than any 
other m a city, except as differences in transportation costs were 
difierent in different locations If people were content to buy 
all products by mail order, transportation costs would be the 
only element that could give rise to a location value on the 
sites of the warehouses from which they were served 

One other source of location value should be noted that may 
be present in the rent of either agricultural land or manufac- 
turmg sites If the wages in a particular community are much 
lower than those that prevail m other communities but the 
workers refuse to move out to localities where they could obtain 
better wages, then farm land m the low-wage locality will be 
able to earn a higher return than farm land of equal fertility 
and equal transportation costs in other localities The same 
would be true of factoiy sites in the low-wage locality If the 
land available for farm land m such a low-wage farmmg com- 
munity IS limited, or if the land available for factory sites in 
a low-wage manufacturing community is limited so that com- 
petition for workers will not raise wages, then the excess loca- 
tion value due to low wages will persist until such time as 
workers move out of the community The high rental values 
of mines and the low wages of mmers in certain isolated minmg 
communities can be explained only by the mability or unwill- 
ingness of the miners to move elsewhere and seek other occupa- 
tions 

Before leaving the subject of agricultural rent, certam causes 
must be noted which may decrease the rent of agricultural land 
The discovery of a new and cheap fertilizer may make some 
land available for use m agriculture which formerly could not 
be used at all and may lower the cost of production of larger 
outputs on land previously in use While the new land may 
then start to yield a small rental, the mcreased output of the 
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product will cause the price to fall and consequently reduce the 
rental on what were previously the more fertile lands To the 
extent that the feitihzer will give a greater amount of product 
with the same expenditure for labor and capital on all lands, 
the total output will be inci eased, the price of agricultural prod- 
ucts will fall, and the general level of agricultural rents will 
declme In effect the available supply of agricultural land has 
been mcr eased A similar result follows from the discovery 
of any improved agricultural methods which are generally 
adopted ® 

Changes in dietary habits may also cause agricultural rent 
to declme As people consume less food, the decrease m the 
demand for foodstuffs will lower agricultural rents Even a 
shift in dietary habits from animal products to vegetable and 
cereal products may tend to reduce agricultural rents, smce a 
smaller number of acres of land will be necessary to feed a 
population subsistmg more upon vegetables and cereals and less 
upon animal products 

There are no grounds on which to prophesy that either agri- 
cultural or urban rents will mcrease over a long period of time 
Agricultural rents will mcrease only if the demand for agricul- 
tural products mcreases more rapidly than new methods of 
agricultural production are discovered and adopted Urban 
rents for busmess purposes will increase only as people concen- 
trate more and more of their buying in a given locality New 
means of transportation that cause population to be decentral- 
ized, and new methods of marketing, may offset this tendency 

Quasi Rent 

Investments m durable capital goods often yield a return 
which IS quite analogous to the rent of land Once such invest- 


« The effect on agricultural rents and land values o£ the newly developed method 
of growing vegetables in tanks of water filled with appropriate minerals, will be 
interesting to ob^ervct 
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ments have been made, they are in the nature of “sunk costs ” 
Once the capital goods are in existence, the owner has no re- 
course except to make whatever return on them that is possible 
under the circumstances Their original cost will not be a 
determmant of the price of the product, since the owner will 
contmue to use the capital goods m production as long as price 
IS greater than average variable costs The minimum supply 
price of capital goods already m existence may be said to be 
zero m the same sense that the minimum supply price of land 
IS zero Consequently, any return on these goods is m the 
nature of a rent The name quasi rent has been used by some 
economists to designate this return 
While we have just said that the cost of existing capital goods 
IS not a determinant of the price of the product, nevertheless 
if demand for the product mcreases, in order to induce the 
construction and use of new capital goods, the price of the 
product must be sufficient to promise a return at the market 
rate of interest on any new funds which are to be invested 
Consequently, if either the rate of interest or the cost of pro- 
duction of capital goods has risen, the old capital goods that 
were previously in existence may earn a rate of return greater 
than that which was anticipated by the owners when the goods 
were originally purchased This situation is quite similar to 
that which occurs in the purchase or long-term lease of land 
Subsequent events may operate either to raise or to lower the 
actual return from that which was contemplated at the time the 
lease or sale was made 
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Profits 

T)ROFITS are the net mcome accruing to the owners of a 
business after all costs are accounted for What we aie to 
class as profits depends upon what we consider to be the costs 
of a business We have classed wages, rent, inteiest, and wages 
of management as costs Profits, according to oui definition, 
will thus be any income m excess of these costs 

We have already seen in Chapter XIII that, under pure 
competition, there will be no profits in the long run Any 
pure profits that we discover will have to be either profits 
arising from a monopoly position or profits of a temporary 
nature 

Monopoly profits, as we have seen, arise thi ough the ability 
to control output so^ that price will not jail to a point where it 
is only equal to cost In addition to the ability to control out- 
put, another condition must also be implied namely, the nature 
of the demand for the product must be such that at some pos- 
sible point of output price will be m excess of costs Even the 
profits of monopolies may prove to be of a temporary nature, 
as we shall find when we examme the implications of these 
conditions more fully 

Sources of Monopoly Power 

If the demand curve for a product is known, the source of 
monopoly power lies in the ability to control the output of an 
industry Such power to control output is really based on two 
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conditions (1) the power to regulate the output of the single 
firm or small group of firms which comprise the industry at 
present, (2) the power to prevent new firms from entering the 
industry We shall now examine some of the more common 
sources of this power 

In the first place, the exclusive right to render a certam 
service m a particular market may be granted to one firm by 
a charter or franchise issued by a government This is usually 
done m the case of industries called public utilities such as 
streetcar lines, gas and electric companies, water companies, 
railroads, telephone and telegraph companies, and so on The 
services which public utilities provide are usually called legal 
monopolies, since competition m producmg them would be so 
wasteful and mefficient that it is considered advisable to grant 
the exclusive right to perform such services to one company 
In return for such a grant, the chartermg government usually 
reserves the right to set the maximum rates that may be charged 
for these services The setting of rates by a government agency 
then acts as a limitation upon the amount of monopoly profits 
that may be earned 

The usual procedure followed by a regulatory body m set- 
ting maximum rates is to allow the company to earn a certain 
percentage on the value of its investment This gives rise to 
the very difficult question as to what is the proper value of the 
investment We have already given some consideration to this 
question ^ What interests us now is that while such a regula- 
tory agency may allow a certam rate of return on the invest- 
ment, It cannot guarantee such a return, unless the public is 
to be taxed to make up any possible deficits, and this, of course, 
IS seldom done It follows that even the limited profits allowed 
by the regulatory body are not necessarily a permanent source 
of income Thus, competition by busses and trucks may so 
decrease the demand for the services of a pg.rticular railroad. 


1 See Ch. XXIII 'on “Interest 
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that It cannot earn a profit, no matter what rates it is allowed 
to charge The widespread use of automobiles in a certain 
locality may completely destroy the earning power of a streetcar 
line A cheap source of electricity may cause people to cease 
using gas, even for heating and cooking, at any price that would 
be profitable to the gas company Even when supported by a 
government franchise, monopolies are dependent on the de- 
mand for their product in earning monopoly profits 
Another source of monopoly power is the possession of patent 
rights issued by the government upon a product or upon the 
machinery or process used in the manufacture of a product 
The possession of such patent rights will serve to prevent direct 
competition in the manufacture of the product, so that output 
can be controlled for the duration of the legal life of the patent 
Here again, however, the amount of monopoly profits and the 
length of time they will contmue will depend upon whether 
successful competing substitute products are introduced and 
upon the nature of the demand for the product If it could 
always be known in advance what the monopoly profits on a 
patent were gomg to be, and if the market in which these 
patents were sold was perfectly competitive, the inventor could 
always obtain the full value of these monopoly profits for him- 
self by sellmg or leasmg the patent rights, and there would be 
no profit left over to go to the owners of the business who 
merely used the patent But m the absence of these conditions 
m the actual world, we sometimes find inventors being ex- 
ploited by bemg paid less than their patents are worth, or they 
are overpaid when the mvention does not prove as profitable 
as was anticipated when, the patent was purchased The use 
of trade marks may serve to prolong the profit-yieldmg monop- 
oly value long after the patent expires 
The net returns arismg out of the exclusive ownership or 
control of a source of raw materials or water power should not 
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be considered as monopoly profits at all but as a rent on the 
land in which these scarce resources are embodied I£ other 
conditions are the same, the owners of these resources can obtain 
no more by usmg the resources themselves m production than 
by leasmg them to others It may be considered a monopoly 
profit if there is only one owner 
Another source of monopoly power and monopoly profits 
lies in the agreements that are sometimes made between firms 
that would otherwise be competitive to restrict output or to 
mamtam prices Trusts, pools, cartels, and “gentlemen’s agree- 
ments” are some of the commoner names given to monopolistic 
organizations of this sort Unless these agreements are given 
sanction by government (such as was the case with the German 
Cartels and the N R A codes durmg their brief existence), they 
will be unenforceable and consequently will last only so long 
as each and every member considers it to his own self-mterest 
to keep the agreement If prices are to be fixed for even a short 
period, the agreement will have to provide some means of re- 
strictmg the output of each of the constituent firms Other- 
wise, as soon as a profitable price is set, it will be to the interest 
of each of the member firms to produce all that it canAo sell at 
that price If very many of the firms try this, the total output 
of the mdustry will soon be so great that it cannot be sold at tlie 
price fixed m the agreement, and there will be a temptation 
for each firm to cut prices to dispose of its output Further- 
more, any monopoly profits achieved by an agreement of this 
sort are apt to be shbrdived unless some means exists for pre- 
venting the entrance of new firms mto the mdustry (for ex- 
ample, control of patent rights or of raw materials) In the 
absence of obstacles to the entrance of new firms mto the in- 
dustry, the settmg of a profitable monopoly price will act as 
an mducement for new firms to start competmg with the trust 
for a share of the excessive profits 



474 


PROFITS 


Profits of Monopolistic Competition 

By far the most common source of monopoly profits lies in 
what we have called product differentiation As we have seen, 
when a product is successfully diffeientiated in the mmds of 
a group of buyers either because of the services which aie ren- 
dered with It 01 because of the impiession which past adver- 
tismg has made on tlie mmds of the buyers, the firm will have 
a limited monopoly of the trade of a certain group of buyers 
The good will of the business consists m the ability to retain 
customers, eithei while chargmg a higher price than that 
charged by competitors, or by selling at a price equal to that 
charged by competitors although lower sellmg costs than those 
incurred by competitors are enjoyed As we have seen in the 
discussion of cost and price, there is no way of telling how long 
the profit-yieldmg advantage of product differentiation will per- 
sist New competitors may attempt to duplicate as closely as 
possible the services offered by an old firm, or they may offer 
superior service to a particular group of the old firm’s customers 
Profits of the old fir^ may then be reduced or elimmated by 
a reduction in the demand foi its products, by mcreased cost of 
production on a smaller output, or by increased selling costs, 
oi by two or more of these causes acting m combination 
For some firms in some industries, however, the monopoly 
profits arising out of product differentiation and good will may 
persist for a considerable number of years This is most likely 
to be the case in the manufactuie and sale of those products 
that require a large volume of output to attain low unit costs, 
or in those that require a heavy expenditure on plant and equip- 
ment to produce even a small output Wherever a heavy mitial 
cost must be incurred to start a firm (whether a cost of produc- 
tion, a sellmg cost, or both), it will tend to act as a deterrent 
to the entrance of new firms mto the industry, since there will 
naturally be some hesitancy about riskmg the necessary amount 
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of capital Product differentiation and the possession of good 
will by die existing films in the mdustry will tend to increase 
such a risk and give it greater force as a deterrent to the en- 
trance of new firms 


Profits of Innovation 

There is another source of profits which may appear either 
in combination with product differentiation or in a perfectly 
competitive mdustry We may call this type of profits the 
profits of innovation * Thus^ the first firm or firms to mtroduce 
a new product, even though the product is unprotected by a 
patent, may make a profit for a time until competitors start to 
duplicate or imitate the product, thereby forcing its price down 
to a pomt where only competitive costs of production are cov- 
ered Similarly, the first firm or firms to adopt a new lower- 
cost method of production m a competitive mdustry may make 
a profit because they will have lower costs than their competi- 
tors until such time as the improvement is adopted generally 
by the mdustry Thus, the first wheat farmers to use tractors 
and gang plows m extensive wheat farming made a profit by 
so doing, but as the tractor came to be generally used, the 
decline m the price of wheat eliminated this source of profit 
The opening of a new market for a product may also give 
profits of innovation for the first firms which start to sell in 
that market until competition wears away these surplus gams 
The discovery and utilization of a new and cheaper source of 
raw materials will likewise give profits of mnovation to the 
first firms that take advantage of it 
All of these sources of the profits of iimovation are purely 
temporary sources of profits They will persist only until such 
time as competitors adopt the same methods or duplicate the 
product The opportunity to make such profits may exist for 

2 Schumpeter, J A he Theory of Economic Development ^ Ch II, Harvard Univer- 
sity Press, 193"f 
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a long time before anyone realizes it, either because businessmen 
are in ignorance of the opportunity or because they aie doubtful 
of the possible success of the new method Once the method 
has been put mto piactice by one firm, however, and the profits 
are actually shown to exist, imitators may rush in to follow the 
lead of the successful innovator If no obstacle exists to the 
adoption of the new method by competitors, competition will 
continue to the point where the profits of innovation are 
ehmmated 

When It IS possible to combine innovation with one of the 
monopoly elements we discussed above, the profits arising out 
of innovation may contmue for a long period of time Thus, 
a firm which manufactures a new product may control the 
patent rights either on the product itself or on its process of 
manufacture Such a patent, however, will be a guarantee only 
against exact duplication of the product by competitors Once 
the innovator has demonstrated that there is a market for such 
a product, the product may be closely imitated or even improved 
upon by competitors without necessarily infringing the original 
patent Thus, we have seen one electric refrigerator after an- 
other put on the market, each differing somewhat from the 
other m design, but all competing with each other in the market 
for refrigerators The degree of monopoly power conferred by 
a patent varies from one product to another and depends to 
a considerable extent upon the breadth of the claims allowed 
m the patent 

As important as (and sometimes more important than) pat- 
ent rights, m the prolongation of the profits of mnovation, is 
the possibility of building up good will for a trade mark or 
brand name m connection with an mnovation A firm that 
puts a new product on the market may be able to obtain a great 
deal of free advertismg m the news columns of the papers 
simply because the product has “news value,” whereas subse- 
quent competitors may have to pay for all the advertismg neces- 
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sary to introduce their variety of the product to the public 
All of the competitors who are first m the field will be able 
to take advantage of the old axiom that “a satisfied customer 
IS the best advertisement” The competitors who enter the 
field later will have to struggle to overcome this advantage of 
the first firms For example, any of us would probably be far 
less hesitant about buymg any of the so-called “standard” makes 
of cars which are on the market than we would be about buy- 
ing a new make of car whose manufacture was just started this 
year This advantage of good will is apt to be greatest m those 
products of which the buymg public is unable to determme the 
merits by mspection In any event, the advantages of good 
will and the profits accrumg from it will last only until com- 
petitors are able to make serious inroads on the busmess of the 
older firms 

All of the sources of profits which we have discussed thus far 
have depended for their existence upon some monopoly ele- 
ment Even the profits of mnovation may be classed as profits 
of partial monopoly, smce they are dependent upon the small- 
ness of the number of firms which first adopt the mnovation 

Windfall Profits 

We must now turn to the consideration of profits that may 
arise from time to tune m purely competitive industries In 
general, these may be classed as windfall piofits^ since they are 
not anticipated by the firms m the mdustry and smce they arise 
from sources which are entirely beyond the control of the 
firms 

One of the commonest sources of wmdfall profits is the ad- 
vance m the price of a product due to currency mflation, 
whether such currency inflation is a part of the recovery and 


3 A term used by J M Keynes ui A Treatise on Money, Vol I, p 125, The Mac- 
millan Co, London, 1930 Our analysis here, however, is considerably difterent 
from that of Keynes 
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“piospenty” phases o£ the business cycle or is deliberate inflation 
of the currency by the government When the price of a prod- 
uct is nsmg because of currency inflation, those firms which 
have a stock of goods on hand that have been manufactured or 
purchased at the previously prevailing lower co|,ts will be able 
to sell tire goods at a profit Similarly, if they have contracted 
for labor and raw materials at the pievious low prices that were 
based on the then prevailing low price of the product, they will 
make a profit by using this labor and raw material to manufac- 
ture a product which sells at a higher price than that which was 
anticipated when the contracts were made 

Note that while one or two firms may anticipate such a rise 
in the price of the product, it cannot be generally anticipated by 
the industry, or no such windfall profits would arise If die 
full extent of the price rise were known in advance by all fiims 
m the industry, then each would be so eager to accumulate a 
stock of goods to be sold at the higher price that competition 
between them would drive up the price of labor and raw mate- 
rials to a point where no profits remained 

There is some question as to whether this type of windfall 
profits should be considered as profits at all If we consider 
piofits as the average earnings above cost for a long period 
of years, most, if not all, of these profits will tend to disap- 
pear Over a long period of years the unanticipated losses due 
to falling prices will have to be deducted from the profits 
which accrue in years of nsmg prices Since the losses will 
be unanticipated* as well as die profits, there is no reason to 
expect one to exceed the other Careful accounting might 
consider these wmdfall profits as reserves to be set aside to 
cover the losses from bad years and would then consider as a 
pure profit only the amount by which the profits exceeded the 

^ The losses must be unanticipated or they can be avoided l£ a firm knows that 
the price is going to fall, it can avoid or minimize the loss by getting nd of its stock 
of goods on hand and making no more contracts until costs have been adjusted to 
the new low price level 



PROFITS 


479 


losses ® What we call a profit will depend upon the length 
of time for which we are drawmg up the accounts of a firm 
or an industry 

Another source of windfall profits may he m sudden in- 
creases of demand for a product not occasioned by monetary 
causes When demand increases, the existmg competitive 
firms in an mdustry may all make a profit for a time until 
new firms enter the industry and supply is increased again to 
the point where no profits remain Such a change m demand 
might be occasioned by a change of taste, by the development 
of a new use for an old product, or by a change m the dis- 
tribution of mcome among the population 

A shift m the location of population may also be a source 
of temporary profits Thus, when a new mdustry employmg 
a large number of men starts up m a small town, the existing 
retail stores may make a large return temporarily by selling to 
the employees of the new company A part of this return will, 
of course, be an increased economic rent on the enhanced loca- 
tion value of the stores But the rest of it will be a temporary 
monopoly profit because only a few stores will be m a position 
to supply goods for the mcreased demand As soon as new 
competing stores can be set up to cater to the larger demand, 
this profit will tend to disappeai, and the enhanced economic 
rent alone will remain 


Profits and Ris\s 

Another source of profits arises in connection with the nshj 
involved in a business enterprise. If the production of a cer- 
tain product mvolves a considerable degree of risk that the 
capital invested m such an enterprise will be lost, then the 
price of the product will have to be high enough to mduce the 


s Anyone who buys a business, or a share of stock in a business, in a prosperous 
year m the expectation that the level of windfall profits represents the permanent 
earning capacity of the firm, is bound to come to grief 
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owners of capital to take such a risk of investment If any 
firm in such an industry is then fortunate enough to experience 
less than the aveiage anticipated losses, it will be malcmg a 
profit, since the price of the product is based on the average 
expectancy of loss 

This element accounts for the larger profits made by certain 
successful maritime adventurers before the development of 
marine insurance Thus, if it was the general experience that 
one shipment out of every ten resulted in a total loss of both 
ship and cargo, freight rates and the prices of imported goods 
would have to carry at least an additional 10 per cent and 
probably moie to induce shipowners and shippers to take such 
risks Any shipowner or shipper who experienced no such 
losses would be makmg the 10 or more per cent as a profit, 
and any who experienced less than 10 per cent of losses would 
make a proportionate profit 

Whenever any risks of this sort are covered by insurance, 
the profits arising from the risk element will disappear The 
principle of insurance involves the taking of a small loss by 
everyone, in the form of the premium paid, m order to 
avoid a possible greater loss The risks which can be covered 
by insurance will not act as a deterrent to the mvestment of 
capital in the industry The normal price of the product will 
then have to cover the insurance premium as a cost, but there 
will be nothing left over as a profit Wherever risks can be 
eliminated either through msurance or through any other 
methods open to all the firms in an industry, the profits due 
to the risk element will disappear 

We have discovered, then, that business profits are the most 
uncertam and unstable of all forms of mcome For profits to 
persist for any appreciable length of time, there must be a 
monopoly element that gives rise to them Even monopoly 
profits will last only until competition of successful substi- 
tutes or a decrease in the demand for the product eliminates 
them. 



CHAPTER XXVI 


Monopoksttc Compettkon and General 
Equihbnum Theory 


HAVE had, earlier, an exposition of general equilib- 
’ rium theory in terms and under conditions of perfect and 
and pure competition In the mtervenmg discussion of the 
markets for the factors of production, we have had to take into 
account certam “imperfections” of these markets (presumably 
conditions which would disappear if sufficient time were al- 
lowed to elapse with no new disturbing elements intervening) 
On the other hand, we noted certam elements of monopolistic 
competition which might be expected to contmue even after 
market imperfections were removed (if they ever could be) 
These elements would force those of us who accept the doctrme 
of monopolistic competition either to reiect the theory of gen- 
eral equilibrium as stated under the conditions of pure and 
perfect competition or to alter that theory so as to take account 
of the various forms of product differentiation and degrees of 
monopoly which exist m the actual world 


The Conditions of a State of Equilibrium 

We may restate our conditions or requirements for a state 
of general equilibrium^ (1) No opportunity for firms to profit 
by expandmg or contracting output^ (2) No profitable oppor- 
tunity for new firms to enter an industry, and no necessity for 
any existmg firms to leave an mdustryv^(3) No profitable 
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opportunity for changes in the proportions of factors of pro- 
duction used by a firm or an industry Wc may allow foi a 
“moving equilibrium” by taking into account changes due to 
an expanding population Our discussion of how well these 
conditions may be fulfilled under monopolistic competition 
will occupy the rest of tins chapter 

Divergence of Maiginal and Average Revenue 

The removal of the assumption of pure competition forces 
us immediately to re-examme the conditions of equilibrium 
which were based on that assumption The rule of propor- 
tionality between prices of factors and their marginal products 
still holds The owner of the monopolistic firm has the same 
motives and follows the same process in seekmg the least-cost 
combmation of factors as does the purely competitive owner 

The greatest difference comes in the concept of the marginal 
product ^ Under pure competition the marginal revenue 
product consists of the number of units of the product added 
by the last unit of a factor employed, multiplied by the selling 
price per unit of product This follows from the fact that 
under pure competition the mdividual firm accepts the puce 
of the product as a given condition which it cannot alter and 
hence does not consider changes m its own output as a factor 
which may affect price Under monopolistic conditions, how- 
ever, the effect upon price of the increased output must be 
accounted for The margmal revenue product then becomes 
the increase in the number of units produced by adding one 
more unit of a factor of production, multiplied by the price 
of the product minus the loss in revenue on all previous units 
of output which is occasioned by the decrease in price neces- 
sary to sell the increased output Under monopoly and mo- 
nopolistic competition, the marginal revenue product will al- 


3- Sec Chamberlm, EH, “Monopolistic Competition and the Productivity Theory of 
Distribution,” Exploiatwns tn Economics ^ pp 237 McGraw-Hill Book Co, New 
York, 1935 
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ways be less than the marginal value product for any unit of 
a factor of production 

Duplication of Services 

Total employment of any factor or factors m an “industry” 
(roughly defined as a group of closely competing firms) may or 
may not be less than that would prevail in a similar industry 
operating under conditions of pure competition If total em- 
ployment IS the same, or greater, the implication is that there 
are a larger number of firms, operating at less than optimum 
output, than would be the case under pure competition This 
IS the typical Chamberlmean solution An important question 
arises here as to the nature of the cost curve which we have m 
mmd If the cost curve which is used is dependent for its 
declinmg slope upon some elements of fixed investment by 
the individual firm, then the solution is only a first approxi- 
mation, and not a position of long-run equilibrium It would 
then be possible over a period of time for the size of the fixed 
investment to be reduced and a new cost curve substituted 
for the old one, which new curve would represent least cost 
conditions at the saleable output If the resultmg profits at- 
tract more new firms to the mdustry, which duplicate the 
products of existing firms as far as possible, the mdividual 
demand curves of the old firms will tend to become more 
elastic Repetition of this process would give an ever-closer 
approach to the conditions of pure competition To the extent 
that selling costs are a necessary element, however, costs and 
prices, even in the final solution, will be higher than those under 
pure competition 


Definition of Firm 

If Chamberlm’s cost curve is a “plannmg curve” (most of 
his discussion would lead us to believe that it is a plannmg 
curve), then the declmmg phase of the cost curve for the 
mdividual firm must be explained by the mdivisibility of the 
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units of certain factois of pioduction It may be remarked 
that Chambeilin draws most of his illustrations from gasoline 
stations and other retail establishments, where the proportion 
of mdivisible units to total factors of production employed is 
probably much higher than in most manufacturing establish- 
ments. We should not be misled by what at first sight appears 
to be indivisibility of the “natural” units of the various factors 
of pioduction It IS true that we cannot hue half a man, but 
in many lines men can be and are hired for part time or for a 
few hours Half a machine is of no use, but in some lines 
machines need not be owned but may be rented for only the 
time they are requiied (harvestmg machinery, for example) 
In chain store organizations it is possible to divide the services 
of high-salaried purchasing agents, advertising managers, and 
merchandisers among a large number of individual stores in 
the chain In a strict economic sense, the entire chain must 
be considered as one “firm” Nevertheless, fiom an account- 
ing viewpomt, at least, it is entirely proper to consider each 
individual store as a “firm” m competition with various in- 
dependent and other chain unit stores m its particular locality, 
charging a portion of the services of the general management 
to each individual chain unit as if they were hired services from 
an outside agency The so-called voluntary chains are actually 
operated much m this manner Individual ownership of 
stores is retained, but buying is placed m a pool, and advertis- 
ing and some other services are performed by a central organi- 
zation for the membership If monopolistic competition leads 
to cham store organization, and we regard the entire chain 
as the “firm,” then Chamberlin’s conclusion must be reversed 
The typical “firm” instead of becoming smaller is much larger 

Employment of Factors 

If total employment of factors of production under monopo- 
listic competition is less than it would be if the industry were 
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operating under conditions of pure competition, then the 
excluded units of the factors must seek employment in other 
industries Presumably the margmal productivity of these 
units will be less in the other mdustries to which they are forced 
to turn Thus they will have to accept a lower price or wage 
than they could have obtamed if the monopolistic industry were 
operated under conditions of pure competition 

It does not necessarily follow that factors of production which 
are excluded from one mdustry when conditions of monopo- 
listic competition develop will have to seek employment m 
industries whose products are sold under conditions of pure 
competition They may be absorbed m other monopolistic 
mdustries In either case, however, they must accept a wage 
which IS low enough to mduce the new employer to make 
use of their services To the extent that the monopolistic in- 
dustries are mamtainmg rigid prices for their products, the 
purely competitive industries with more flexible prices are apt 
to prove able to absorb the excluded factors more readily The 
movement of population from cities to farms durmg the last 
depression (although it was not caused primarily by mo- 
nopolistic competition) is evidence of the ability of purely 
competitive mdustries to absorb workers at low wages (In 
most cases these were not cash wages, but the children returned 
to the farm, and the farm supported more people on a lower 
standard of livmg ) 

It must be noted that whenever monopolistic competition 
results in reduced employment m an mdustry, not only do 
the excluded units of factors themselves have to accept lower 
wages, but also they tend to drive wages down m the mdustries 
into which they are absorbed This situation is occasioned 
not only by the direct competition of the excluded factors for 
employment, but also by the fact that expansion of output m 
any industry which employs them will tend to drive down the 
price of the product and therefore to decrease the margmal 
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revenue product of the previously employed factors in the ex- 
panding industries 

The precedmg discussion has reference to the development 
of conditions of monopolistic competition in an industry which 
had previously been purely competitive If an entirely new 
industry starts up under conditions of monopolistic competi- 
tion, then the entire employment offered by this new industry 
may be a net addition to the total opportunities for employ- 
ment of factors of production The result, then, is simply that 
these new opportunities for employment are smaller than they 
would have been if the new industry had sprung up under 
pure competition It may be, however, that the new mdustry 
would not start at all without the mducement of possible 
monopolistic profits In this latter case monopolistic competi- 
tion must be given credit for the full amount of created em- 
ployment 

Selling Costs and the Problem of Distribution 

Under monopolistic competition the use of factors of pro- 
duction in ways that represent selling costs may easily result 
in a larger output for a firm (and perhaps even for the in- 
dustry) than would be the case under pure competition 
Lower production costs for the expanded output will result 
only where the individual firm, or the mdustry, is operatmg 
under conditions of decreasing costs Even in these cases, it 
IS possible that some other combmation of price cuttmg and 
lower selling costs might yield better results 

For the economy as a whole, sellmg costs must result in a 
purchase pattern different from that which would prevail 
under pure competition (aside from that represented by the 
spending of their own salaries by advertising men and sales- 
men) or the whole expenditure would be a sheer waste 
If advertising and selling efforts by each firm and each industry 
simply “cancel each other out” and leave the public taste for 
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products no different from what it would have been without 
these efforts, then the entire expenditure is a waste, both from 
the pomt of view of the individual firm and of society as a 
whole 

If we grant that scllmg costs do result in a purchase pattern 
different from that which would have prevailed without them, 
then It remains to be shown that such a pattern is better than 
the one which would have prevailed without sellmg costs Any 
such judgment must be made, however, largely on the basis of 
noneconomic criteria Even by other standards, the issue is 
by no means clear-cut On the ground of public health, the 
friends of advertismg may point with pride to the mcreased 
sale of oranges On the same grounds, the opponents may 
point the finger of scorn at the sale of fraudulent patent 
medicines On the grounds of aesthetics, the pros may point to 
the improved design of many articles of common use, while 
the cons will deplore the excessive standardization of other 
articles which results in mass ugliness Sponsored radio pro- 
grams make both education and msidious propaganda available 
to the masses The reader must choose between the conflicting 
claims as best he can 

Monopohstic Competition in Supply of Factors of Production 

Many mdustries that are purely competitive, or that approach 
the conditions of pure competition m the markets m which 
they sell their products, may be dependent for some of their 
factors of production upon sources of supply which are more 
or less monopolistic m character Agriculture offers perhaps 
the best example of this type The primary markets for many 
farm products usually give a close approximation to the condi- 
tions of pure competition On the other hand, farm machinery 
IS now supplied by an oligopoly, which at times has approached 
a pure monopoly. Moreover, owmg to the importance of 
patents, oligopoly with differentiated products is probably the 



488 


MONOPOLISTIC COMPETITION 


greatest degree of competition that may be expected m the 
supply of farm machinery Fertilizers, cotton bale ties, binder 
twine, barbed wire, and other farm capital goods have been 
subject to varying degrees of monopoly control 
We have many examples of industries operating under mo- 
nopolistic competition which buy their supplies or stock of 
goods from other firms which in their turn are monopolistically 
competitive At one time the most important function of the 
retailer was to bargain for the best merchandise at the lowest 
puces, and customers relied on his buying ability to obtain 
good merchandise for them Today, however, the tendency 
is for the letailei simply to buy the brands which his customers 
have already been mduced to ask for by national advertising, 
and the retailer’s function approaches that of being merely a 
convenient display and delivery place for nationally advertised 
goods 

Diversion of Monopoly Profits to Suppliers of Factors 

There are many mtere^tmg trade practices connected with 
the situations outlined in the two precedmg paragraphs Here, 
however, we are most concerned, not with these practices in 
tliemselves, but with their effect upon the distribution of in- 
come The first effect which we notice is the diversion of 
what might otherwise be a retailer’s profit into the hands of 
the manufacturer of the nationally advertised brand When- 
ever a nationally known brand obtams a suflEcient hold upon 
the public taste, retailers are practically forded to stock the 
article, whether or not they wish to do so No cigar store can 
afford not to handle Lucky Strikes, Camels, and Chesterfield 
cigarettes Any grocer can name you a few score of “regular 
brands” of goods which he could hardly do without and still 
hope to remam in busmess When this situation exists, the 
manufacturer can advertise a retail price for his product and 
then charge the retailer a price which leaves him practically 
no operatmg margm This leaves the retailer only one source 
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of profit on this type of article He may try to stock up 
heavily durmg periods of advancing prices and reduce his 
stock befoie prices decline Such planmng, of course, requires 
a considerable amount of forecastmg ability, but even this 
source of profits disappears if the manufacturer maintains a 
policy of rigid prices 

On some types of articles where the customers are not so 
strongly affected by advertising and may be mfluenced by the 
retailer’s suggestions, a different policy may be followed The 
retail price may be advertised by the manufacturer, but the re- 
tailer IS permitted a larger markup m the hope that he will 
“push” this particular brand of goods The manufacturer 
really regards this wider maikup as a form of selling cost used 
perhaps instead of a greater expendituie on adveitising This 
is not the same thing as mcreasing sales by a lower price to 
the consumer, where tlie whole effect would be dependent 
upon the retailer’s efforts 

In this situation some retailers may act as expected and simply 
push the sale of the product at the advertised price Other re- 
tailers may see an opportunity to obtain a large volume of 
sales without so much effort by cuttmg a few cents off the 
advertised retail price If this actually results in mcreased 
volume. It would appear that the manufacturer should have 
no objection Quite often, however, there will be other stores 
in the same community which are not volume stores and which 
ordinarily require a higher markup They may then be m a 
position where they either have to meet the price cut or incur 
some ill will on the part of their customers Such a situation 
leads to the whole controversy over resale price maintenance 
by the manufacturer 

Secondary Monopoly 

Wherever monopoly exists m the supply of any factor of 
production, whether the factor happens to be a nearly complete 
consumers’ good or some form of raw material or labor, the 
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effects of monopoly practices are felt all along the line up to 
the sale of the finished product For example, the building 
conti actors in a certam city may happen to be honestly com- 
petitive with each other, but if there is a monopoly of certain 
building materials or of buildmg labor, then the contractors 
will have to accept the price of the building material or labor 
as cost data in figurmg their bids The effects in restricted 
output are exactly the same as if the building supply company 
or the labor union were themselves setting the prices for 
finished buildmgs The monopoly elements will be reaping 
the monopoly gams, the competmg contractors being forced to 
restrict output against their will If, on the contrary, the con- 
tractors happen themselves to have a monopoly through agree- 
ments for collusive bidding, then the building supply firm or 
labor union may be simply taking some of the monopoly 
profits away from them Even here we cannot ignore the 
effect upon cost curves of the monopolistically supplied factors 
The monopoly prices charged by a contractors’ “ring” are apt 
to be higher and the output lower if they m turn must buy 
some of their supplies at monopoly prices 

V 

Monopolistic Elements in the Purchase of Factors of Production 

Sometimes we encounter situations in which there is a mo- 
nopoly element m the market for factors of production on the 
buying side One firm may be the sole employer of labor m 
a community, or it may employ a vast proportion of the labor 
One firm may be the sole purchaser of a certain type of mmeral 
Often a cham-storc organization or a large automobile manu- 
facturer may buy the entire output of certam factories 

It IS quite commonly assumed that firms m a monopoly posi- 
tion of this sort will proceed to exploit the factors of produc- 
tion of which they are the sole buyers (We have defined 
exploitation as paymg factors less than the full value of the 
margmal product) Undoubtedly much exploitation does 
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take place, but we should not ignore the elements which may 
tend to prevent or limit such exploitation Above all, the firm 
IS vitally interested in mamtainmg a continuous and rehable 
supply of the factors of production A chain which builds 
up a market for a certam product cannot afford to have the 
manufacturer go out of busmess He may m some cases force 
the manufacturer to mtegrate with him A firm which ex- 
ploits a cheap labor supply may some time find that workmen 
are leavmg the town Thereupon they may have to offer 
very high wages to mduce other workmen to move in, or 
they may have to go through a costly process of moving to 
another locality The greater the amount of fixed mvestment, 
the greater will be the danger of loss m this situation 

Exploitation by a monopsony (smgle buyer) may take the 
form of price discrimmation That is, mstead of paymg the 
same price to all units of a factor, each unit will be taken at 
the lowest price it is willmg to accept This practice is most 
easily followed in a situation where the various sellers are not 
in a position to compare prices with one another In the case 
of labor particularly, discrimmation may engender so much 
ill will as to cancel much of the gam from its practice 

Some Aspects of the Theory ofBtlateral or Successive Monopoly 

We have been deliberately discussmg some examples of 
bilateral or successive monopoly m order to acquamt the reader 
with the nature of the problem mvolved The exact theoretical 
statement of this problem has been given us by Dr AC Hoff- 
man, of the Bureau of Agricultural Economics, United States 
Department of Agriculture ® 

“As an hypothetical example of bilateral monopoly, we may 
take the case of two firms, one having complete control of the 
processmg of a food product and the other of its retailmg For 

a Monograph No 35, ‘ Large-Scale Organization in the Food Industries,” Temporary 
National Economic Committee, 76tli Congress, 3rd Session 
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simplicity It will be assumed that no other handling operations 
are involved, or that if they are mvolved, they would be com- 
petitive 

“To illustrate the first principle which would govein the 
outcome in such a situation, it will he convenient to refei to 
Figure 1 of the diagram In this diagram, has been de- 
rived from the consumers’ demand curve by the deduction 
of the retailing costs, and similarly SS represents the farm 
supply curve plus the unit costs of processing the product 
Equilibrium under competition would, of course, obtain at 
point P, with quantity OQ produced and offered to consumers 
If either piocessmg or retailmg were monopolized while the 
other remamed competitive, equilibrium would come at point 
P^, with the supply (OQ^) now equal to half that under com- 
petition 

“Suppose now that separate and mdependent monopolies 
developed m each field The most profitable policy for both, 
assummg that they could hit upon some method of dividmg the 
total quantity of monopoly profit to be derived, would be to 
ofier quantity OQ^ This is, of course, the same outcome as 
that under single monopoly 

“But It IS quite improbable that the monopolists would be 
able to agree on how to divide this total profit Jockeying 
between them would almost certainly develop, each trying to 
obtam a larger share of the profit by widening his profit margin 
per unit To see what would happen now, let us turn again 
to Figure 1 

“We may start by assummg that the processor is first in the 
field with his monopoly, m which case he is offering a supply 
of OQ^ to competitive retailers at a price of Q^P^ All the 
monopoly profits are his But now some firm contrives to get 
control of retailing Obviously the retail monopolist will not 
permit equilibrium at point P^, since this would leave him 
nothing above his actual costs of doing business 
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“On the expectation that the processor will maintain his price 
at Q^P^, the retailer will put his margin above his costs equal 
to P^p^ j which will maximize his total profit under the given 
conditions 



Fig 1 — ^In no event would the food 
supply be larger under successive mo- 
nopoly than under single monopoly, 
and It would probably be much smaller 




Fig 2 — ^The gieater the number of 
successi\e monopolists and the less they 
conspire together to increase their com- 
bined profit, the worse will be the 
plight of farmers and consumers (Fig- 
ures 2, 3, and 4) 



Fig 3 Fig 4 

Bilateral jor Successive Monopoly 

“But see to what this leads Supply will be restricted to OQ^ 
[half that under smgle monopoly and only one-fourth that 
of competition, using straight-lme relationships as has been 
done in this diagram (with curvilmear relationships, the re- 
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suits would be qualitatively the same, however)] Clearly 
everyone is worse off than before, except the retail monopolist 
who now has some profit represented by ABP^p^ in Figure 1 

“The unfortunate result just demonstrated is not changed in 
principle by different assumptions which either monopolist 
might make as to the price of the other Suppose that the 
processor, after seeing what happened when he tried to mam- 
tam a price of Q^P^, decided to lower it somewhat, the re- 
tailer now making his profit margin This will result 

in slightly larger supplies, and everyone is better off than before, 
but supply IS still more restricted than it would have been under 
single monopoly 

“We have now defined the limits withm which die supply 
will vary, dependmg on the policies of the two monopolists 
But we do not need to drop the matter here If the two 
monopolists act independently of each other, there appears 
to be a determinate solution from which neither monopolist 
would find It to his advantage to deviate Or, rather, there are 
several determmate solutions, dependmg on the particular as- 
sumptions made 

“These determmate solutions are demonstrated m Figures 1 
and 2 of the diagram It is assumed m Figure 2 that the 
processor fixes a price to which the retailer adjusts; and in 
Figure 3, that the processor adjusts to the retailer’s price The 
solution m both cases involves the use of marginal revenue 
(MR) and marginal costs (MC) curves In both diagrams, 
equilibrium under smgle monopoly will result m a supply of 
OQ^, smce it is here that marginal cost is equal to marginal 
revenue for the monopolist 

“When the second monopolist (the retailer) comes onto the 
scene, he will presumably find the processor selling at a price 
of Q^P^ (Figure 2) The retailer would then try to maximize 
his profit by fixmg his profit margin at P^p^ (where his mar- 
gmal revenue as described by MR is just equal to the price of 
Q'^P^ fixed by the processor). Supply is then limited to OQ^, 
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which, as we have already seen, is the lower limit of restriction 
for two successive monopolists 

“The processor will now find it to his advantage to lower his 
price slightly so as to increase his total profit This he would 
do until final equilibrium would result m a supply of O^Q" 
From this point it will not pay the processor to deviate, since 
here his marginal costs will equate the return which he can 
expect from the retail monopolist 
“If It IS assumed that the retailer fixes the price to which the 
processor must adjust, the solution is that shown m Figure 3 
The processor, being a monopolist, will adjust his operations 
so as to offer varying quantities of supply at prices described 
by his margmal cost curve (MC) The marginal costs of the 
product to the retailer are then shown by which is de- 

rived from MC as MC was from SS The retailer will thus 
seek equilibrium at the pomt where his marginal return equates 
M^C^, which m Figure 3 results in a supply of OQ^. 

“The outcome so far as farmers and consumers are concerned 
IS about the same in Figure 2 as in Figure 3, and it would have 
been exactly the same if the slopes of and SS had been 
equal in both cases The effect on the monopolists themselves, 
however, is vastly different When the processor was assumed 
to fix the price to which the retailer was forced to adjust (Figure 
2), the retailer got only a small part of the monopoly profit, 
but when the assumption was reversed (Figure 3), it was the 
processor who got the lesser share 
“Instead of assummg that the monopolists fix the prices at 
which they buy and sell to each other, it might be assumed that 
they fix their margins In this case the equilibrium outcome 
would be slightly different from the one we have described 
above, but the basic principle would be the same 

“Thvee or More Successive Monopolists 

“We pass now to the case of three or more successive monopo- 
lists, one above the other The prmciples accordmg to which 



49 S 


MONOPOLISTIC COMPETITION 


the outcome is finally determined are much the same as tliose 
we have just deduced for the case of two successive monopolists, 
except that supply is almost certain to be limited even fuither 
“The solution £oi thiee or more successive monopolists is 
1 shown in Figure 4 Agam we use marginal revenue and mar- 
ginal costs curves, as in Figures 2 and 3 As we have shown, 
equilibrium for a single monopolist would give a supply of 
If a second monopolist enters the picture, supply will 
be further limited to OQ^ 

“Now suppose we introduce a third monopolist In order to 
get some share of the profit, the third monopolist will increase 
his margm, and in doing so he will tend to limit supply still 
further He will not get much profit because, according to our 
assumption, he must operate withm the restricted limits of 
supply left to him by the first two monopolists The final 
outcome for three monopolists as shown in Figure 4 will find 
supply limited to (or thereabouts, dependmg on the rela- 
tive slopes of consumer demand and supply costs) 

“On the assumption that the first monopolist fixes a price to 
the second monopolist, and the second to the third, the third 
monopolist will get the least profit The advantage among the 
monopolists would be reversed (as we have shown in Figures 
2 and 3) if the fixing of price ran in the opposite direction 
“The same sort of solution could be shown for any number of 
successive monopolists, with the situation becoming progres- 
sively worse for farmers and consumers as more monopolists 
managed to insert themselves mto the marketmg system 

"A Modification of the Assumptions 

“It may be objected that the assumption of complete mo- 
nopoly at successive stages in the marketmg system is very 
unrealistic, and so it is But so, for that matter, is the usual 
textbook assumption of horizontal monopoly 
“The highly restrictive tendency of successive monopoly 
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would be modified, but not changed in principle, by the as- 
sumption of monopolistic competition rather tlian of complete 
monopoly m any or all of the marketing functions 

Suppose, in our earlier example, that retailing were carried 
on under conditions of monopolistic competition The retail 
margin would then be determined in accordance with the 
prmciples of ordinary oligopoly, which means that it would 
vary from that of competition to that of complete monopoly, 
depending on the assumptions each firm made as to the effect 
of Its actions on the others Similarly the processing function 
might also be only partially monopolistic, which would lead 
to a further modification of the outcome Under these con- 
ditions supply might be less restricted than under complete 
monopoly m each function, but moie restricted than if the 
oligopolists were vertically mtegrated 

“Theory of Successive Monopoly Contrasted to That of 
Oligopoly 

“The solutions shown for successive monopoly are vastly dif- 
ferent from those demonstrated by Chamberlm and others for 
horizontal monopoly and monopolistic competition Those 
familiar with the mam Oudmes of theory will recall that under 
oligopoly the outcome as to price and supply will vary from that 
of monopoly to that of pure competition, depending on the 
assumption each firm makes as to the effect of its policies on those 
of Its competitors It is unnecessary for our present purpose 
to go into the various refinements of this principle Its import 
for us here is that m no event would the public be worse off 
under oligopoly than under complete monopoly, and that m 
most cases it would fare much better 

3 This statement may he correct under the peculiar assumptions stated by Dr 
Hoifman, but there may be some situations under which a horizontal monopoly might 
achieve greater output and set lower prices than an oligopoly This point, also. 
Ignores the possibility o£ monopoly under some form of reorganization which might 
be expected to result in lower prices than those charged under oligopoly with a 
differentiated product 
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Monopsontsttc CompeUtton 

We may define monopsonistic competition as a situation 
in which sellers prefer to sell to one buyer radier than an- 
other even though all buyers are offering the same price 
Like monopolistic competition, it is non-price competition, but 
on the buying side of the market Several elements may ac- 
count for this preference of one buyer over another One 
buyer may have a better credit rating One buyer may have 
a better reputation for accepting goods when delivered, or 
he may not make claims for minor or non-existent damages 
when other buyers are in the habit of making such claims 
A buyer who is a “steady customer” and may be counted 
on for more business in the future may be preferred to one 
who buys only occasionally A buyer who is willing to take 
prompt delivery may be preferred to one who attempts to 
postpone deliveries A buyer who purchases in large volume 
may be preferred to one who buys smaller orders 

These elements might be considered as contributmg to a 
“good will” on the buymg side of the market quite similar 
to the good will which a firm may possess among its customers 
In many ways this good will may be a distinct advantage to 
the firm which possesses it When supplies are limited at cur- 
rent prices, but sellers are not quite ready to raise prices, the 
favored buyers will obtain the available supply at the low 
prices Favored customers may be warned m advance when a 
price increase is about to take place In times of brisk busi- 
ness, favored customers may receive prompt delivery on their 
orders, while less favored customers may find their orders de- 
layed Favored customers may find that more care is taken 
to see that their orders are filled carefully, and that the goods 
are better mspected before they leave the sellers’ hands Many 
of these practices may seem of small moment when considered 
alone, but, added up, they may contribute importantly to a 
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favored firm’s profits or to its ability to remain m busmess 
in the face of keen competition Although we have called 
these firms “favored,” it should not be implied that there is 
anything unethical or uneconomic in this sort of favoritism 
The fact that a firm is favored because of its reputation for 
honesty or for paying its debts promptly could hardly invite 
censure from even the most violent opponents of the present 
economic system There are, of course, other forms of favorit- 
ism that are less legitimate ^ Nor can we even assume, without 
exception, that “honesty is the best policy” m this mstance 
In some industries firms that are notorious for breakmg their 
contracts during periods of fallmg prices still survive and 
prosper 

Monopoltsttc Competition and Final Equilibrium 

Under pure competition we described a state of stable equi- 
librium as one m which no firm had any motive to expand 
or contract its output or to enter or leave any industry, and in 
which alj. resources were fully employed There are also no 
pure profits in a state of equilibrium, although there will be 
rent for scarce factors 

If we regard these as the criteria for stable equilibrium re- 
gardless of the nature of competition, then monopolistic com- 
petition offers us some very dif&cult -problems An mdustry 
may be m full equilibrium m the Chamberlin sense— that is, 
each firm is operatmg with its average revenue curve tangent 
to Its average cost curve and at zero profits This need not 
mean, however, that no new firms will enter the industry 
Even though existing firms are makmg no profits, a new firm 
may start up with somewhat different sellmg methods and 
actually show a profit 

We might attempt to squirm out of this difSculty by so 


^ For example the old secret rebate system 
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formulating our definition of an industry that each firm with a 
differentiated product would be considered a different industry 
This IS no solution to the problem, for it simply leaves us with 
the possibility of new “industries” sprmging up ad hoc in the 
same manner as new firms emerged under the concept of 
industry as used in the previous paragraph’’ 

Another solution might be to lule out any changes in selling 
methods in the same manner and on the same grounds that we 
rule out changes in methods of production and new inventions 
from the concept of equilibrium under pure competition 
When we consider, however, that so small a difference as the 
personality of the storekeeper may be the element which gives 
rise to successful product differentiation, we must be arbitrary 
mdeed to rule this out as a new method of sellmg 

s/ Alternative End Results of Monopolistic Competition 
1 The monopoly solution 

We might accept Triffin’s thesis of regardmg each firm as 
being an mdustry in and of itself if this would lead us simply 
to a situation of universal monopoly We might then, as has 
been pomted out, recast our general equilibrium theory in 
terms of the classic theory of general equilibrium as explained 
in Chapter XVIII To have this solution consistent, how- 
ever, the entire competition should be directly for the consum- 
er’s dollar, but the mdividual firms which we are calling in- 
dividual monopolies under this approach are not by any means 
so unconsciotis of the activities of rival sellers as to make a 
perfect monopoly solution possible As long as many of the 
firms are producing goods that are closely substituted for each 
other, they will not act as if they were competmg solely for the 
consumer’s dollar, but will in fact take some account of the 
actions of their nearest rivals This leaves us m a world which 

5 C F Triffin’s Monopolistic Competition and General EqutUhnum Theory, 
Harvard University Press, 1940 
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IS partly a close approach to pure monopoly and partly a situa- 
tion which IS typical of Chamberlin’s solution to the problem 

2 Duopoly with and without product dffferentiation 

From this pomt on, as well as in the precedmg section, our 

whole problem hinges largely on the degree of successful 
product differentiation 

If the two firms m a duopoly have important enough differ- 
ences m their products, then they may, for a considerable range 
in output, depend upon consumers bound to them by the pro- 
duction difference which exists To the extent that this is true, 
there is no point m treating two such firms differently from, 
any other two nearly perfect monopolies To the extent that the 
product IS standardized or that the differentiation makes no 
impression on the minds of the buyers, we are forced back upon 
the pure duopoly solution which, accordmg to many economists, 
can become stable only by the merging of the two firms mto a 
single monopoly 

3 Oligopoly with standardized products 

This is a situation which must be regarded as extremely 
unstable Its contmuance is dependent upon some means of 
prevention of entry of new firms, otherwise, the privilege of 
free entry would reduce the situation to one of pure competi- 
tion If there is some means of preventmg entry (such as con- 
trol of raw materials), then there are strong possibilities of 
eventually combinmg into a smgle monopoly, with perhaps 
some attempt at apparent competition whenever and wher- 
ever the public attitude agamst monopolies happens to be 
strong 

4 Oligopoly with di^erentiated products. 

This condition,' while somewhat more stable than that of 
the oligopoly with standardized products, agam cannot be con- 
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sidered as stable unless there is some means of preventing the 
entry of new firms If such means exist, the oligopoly may 
persist for some time, but there is always a danger, at least as 
far as ownership is concerned, of a merger among the firms 
which would lead it in the direction of monopoly ownership, 
although to the extent that the differentiated product had 
sufEcient mdividual market appeal, the separate biand names 
and other distmguishmg features might be retained 

If there is no effective barrier to the entry of new firms, the 
existence of profits may be sufficient to allow the entry of 
some firms which partly duplicate the services of the old firms 
and/or differentiate their production still further The end re- 
sult here would, of course, be monopolistic competition 

5 Monopolistic competition 

What we are assummg here is monopolistic competition m a 
. perfect market Therefore, we are rulmg out all of the “eco- 
nomic friction” or market imperfection which was considered 
under the classic general equilibrium theory to be an important 
element m preventing eventual complete adjustment to the 
pattern of the theory However, for monopolistic competi- 
tion to attain its equilibrium situation in the Chamberlinean 
sense (tangency of average revenue to average cost curves with 
no profits). It must be possible to prevent the entry of still more 
firms mto the mdustry 

Summary and Conclusion 

We have noticed that the indispensable condition of equi- 
librium m each of the situations we have discussed is that no 
new firms be induced to enter the industry, or, if you prefer 
to consider the firm and the industry as identical, that no new 
firms offermg closely competmg products be encouraged to 
start up If the existing firms are makmg no profits, this fact 
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IS considered an adequate deterrent to the entry of new firms 
under the classic equilibrium theory The very existence, 
however, of the concept of differentiated products which are 
close substitutes, an integral part of the doctrme of monopolistic 
competition, violates the possibility of this solution 

Even though all firms or all industries (depending upon the 
definition) are making no profits, it is still possible for a new 
firm to sprmg up, offering a slightly differentiated product 
and employing selling methods that may actually enable it 
to make a profit 

The more we go mto the problem, the more we are forced 
to conclude that perfect equilibrium is an impossibility under 
conditions of monopolistic competition The best we can hope 
for IS a neighborhood of equilibrium where the motives to 
change will be few and small It may still be found that 
firms makmg losses will tend to drop out of their mdustry, and 
that mdustries, whether makmg profits or not, may be subject 
to competition by new firms Since monopolistic competition 
tends somewhat to obscure the immediate effect of changes in 
demand, it might be expected that the situation would result 
m fluctuations of wider amplitude m employment of re- 
sources and m smaller price changes than those associated 
with pure competition 

If we are to choose between the classic general equilibrium 
theory and an attempt at an equilibrium theory under monopo- 
listic competition, neither solution is apt to be satisfactory to 
us m the present state of development of our science The 
classic theory makes so many unrestricted assumptions that it 
becomes a mere “thinking tool ” The monopolistic competi- 
tive doctrme faces boldly the difliculties which are evaded or 
avoided by the classic doctrme At its present state of develop- 
ment, It can be considered to be a more accurate theoretical 
analysis of the conditions of the economic world, but it is not 
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so far consistent with any peifect equilibrium solution This 
should not discourage the reader Ratheq it should lead him 
to realize that there are many problems of economic tlieory 
which are still unsolved, and to which he can devote his own 
attempts at solution 



CHAPTER XXVII 


Principles of Taxation 

F rom tSe standpoint of their general economic signifi- 
cance, taxation and public expenditure should not be 
treated separately but should be considered rather as separate 
parts of one subject For taxation is merely a means of raismg 
revenue to meet the general or specific expenditures of the 
state. Economically, taxation involves taking money from 
some people and givmg it to others to spen^^but the net effect ts 
that the tax-gathered money is spent difierently than it would 
have been had people been allowed to use this money as they 
saw fit The ordmary justification of this process of taxation 
and expenditure is that the collection of taxes from some people 
and the expenditure of the proceeds by the government results 
m a greater well-bemg than would have occurred had the m- 
dividuals been allowed to make their own decisions as to the 
use of their money 

The Budget 

A statement of anticipated income and anticipated expendi- 
tures drawn up by a government for some fiscal period (usually 
a year) is called the government’s budget If mcome and 
expenditure are equal, the budget is said to be balanced, if m- 
come exceeds expenditure, we call the excess a surplus, if ex- 
penditure exceeds mcome, the difference is called a deficit. 
Surpluses and deficits may occur either as the result of delib- 

m 
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crate planning or as the result of circumstances which were 
unforeseen when the budget was drawn up The govern- 
ment, for example, may plan its expenditures to be less than its 
income m order to have the surplus usable as a sort of reserve 
for emergencies which may arise,'''to repay old debts, or for any 
other purpose, or the surplus may arise simply because the 
mcome proves to be greater or the expenditures less at the end 
of the period than was anticipated when the budget was 
drafted Thus an unforeseen deficit will occur whenever reve- 
nues fall below anticipations or when expenditures are under- 
taken which were not allowed for in the budget A planned 
deficit arises when the government decides that certain ex- 
penditures are so desirable that they should be undertaken re-, 
gardless of the fact that it is impossible (or politically inexpe- 
dient) to pay for them out of current tax revenue In this 
event, it must borrow to meet the excess expenditures 
^ Government borrowing raises so many other questions that 
we shall consider the subject m Chapter XXXI For the pur- 
poses of this chapter, we shall assume that the budget is 
balanced. For the time being, we shall also make the 
further assumption that all the government expenditures are 
desirable We are thus left free to concentrate on the economic 
aspects of taxation itself 

Theories of Taxation 

Several theories have been developed concermng the manner 
m which taxes should be levied by the states Of these 
the prmcipal ones which merit attention are called the ability 
theory, the benefit theory, the diffusion theory, and the econ- 
omy theory As we shall discover later, it is not always pos- 
sible to devise a tax which will conform to all of these theories 
But before begmnmg the discussion, some attention must be 
paid to different types of taxes The followmg table will mdi- 
cate the three fundamental types 
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Table I 



$1,000 

Income 

1 

$10,000 

Income 

$100,000 

Income 


Example 

Tax in 
dollars 

Tax as 
per 

cent 

of 

mcome 

Tax in 
dollars 

Tax as 
per 

cent 

of 

mcome 

Tax in 
dollars 

jTax as 
per 

cent 

of 

income 

Tipeof 

Tax 

Poll Tax $10 

10 

10 

10 

01 

10 

0 01 

Regressi\ c 
tax 

Tax 1% of Income 

10 

10 

100 I 

10 

1,000^ 

1 0 

Proportional 

tax 

Graduated Income 
Tax 

5 

05 

250 

25 

12,500 

12 5 

i 

Progressive 

tax 


A regressive tax is one winch declines as a per cent of income 
as incomes become larger In the example we have assumed 
a flat tax per head — constant m amount for all incomes. Note, 
however, that even a tax which mcreases m amount for higher 
incomes but does not increase m full proportion to the mcrease 
in mcome will still be regressive as a percentage For example, 
suppose a tax of $10, $90, and $800 for the three mcome groups 
listed m the table The tax as per cent of mcome would then 
be 1 0 per cent, 0 9 per cent, and 0 8 per cent respectively— still 
regressive taxation 

A proportional tax absorbs an equal percentage of income 
from all income groups 

The progressive tax is higher both absolutely and as a per- 
centage as mcome mcreases Sometimes (as m our Federal 
personal income tax), a part of this progression is achieved by 
exempting a certam mmimum amount of mcome from the tax 
as well as by imposmg higher percentages on the higher mcome 
brackets 

The Ability Theory 

The ability theory states that a tax should bear most heavily 
on those who are best able to pay it At one time the posses- 
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Sion of property was regarded as a good indication of the ability 
to pay taxes This was piobably true, in a rough dcgiee, in 
the days when real estate constituted not only the principal 
form of wealth, but also the piincipal form of mcomc-produc- 
ing property Moreover, the existence of real estate is obvious 
to the naked eye and it is comparatively easy (economy 
theory I ) to locate the owner for the purpose of collecting taxes 
from him It is diese two considerations which undoubtedly 
account for the survival of the real estate tax as such an im- 
portant part of our state and local systems of taxation Very 
early m its history, however, the real estate tax was found to 
be inequitable and many attempts were made to improve upon 
It m order to make it to conform more closely to the ability 
theory Obviously, a flat tax of so much per acre on all farm 
land, good and bad alike, would not result in a just tax burden 
as between different land owners To meet this pioblem, the 
tax on farm land was changed from a flat tax per acre to a tax 
based on assessed valuation, which supposedly took into ac- 
count the earnmg power of the land 
In the case of urban dwellings, the application of the 
ability theory to real property m a misguided manner resulted 
m many curious taxes, some of tliem having exceedingly 
unfortunate results For example, m England at one time 
houses were taxed according to the number of windows they 
possessed The attempt to evade this tax by decreasing the 
number of wmdows resulted in a great number of badly 
lighted and ill-ventilated homes The bricking-in of wmdows 
and the buildmg of houses with fewer wmdows greatly reduced 
the amount of revenue which accrued to the state Many 
other curious and unwise tax laws can be found m the old 
statute books Even today, however, the regular practice of the 
assessors of raismg the assessed valuation of a piece of property 
when pamtmg and modernization are done probably accounts 
at least m part, for the squalor of many of our tenements. 
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In. recent years we have come more and more to consider the 
income of an mdividual, rather than the property which he 
possesses, as the proper measure of his ability to pay taxes 
This brmgs us to the question of graduated veisus proportional 
taxation A proportional tax would levy the same percentage 
rates on all mcomes regardless of size A graduated tax levies 
a higher rate of tax on higher mcomes 
A little reflection will show that the progressive (or gradu- 
ated) tax conforms far better to the ability theory than the 
proportional tax It must be obvious that a tax of 40 per cent, 
or 1400,000, on a person with a |1,000,000 income would im- 
pose a far less stram upon his ability to pay than a tax of 10 per 
cent, or $100 00, on a person with an mcome of only $1,000 It 
IS also argued that the progressive tax imposes a more equal 
sacrifice upon all taxpayers The measurement of such psychic 
sacrifice is, however, highly conjectural 
Some opponents of the graduated mcome tax have com- 
plained that It discourages mitiative and decreases mvestment 
Thus baldly stated, this argument is utter nonsense As 
long as the tax is so graduated that an mdividual will receive 
a higher net mcome after taxes are paid on a higher mcome 
than he will after they are paid on a lower mcome, there is no 
discouragement for him to attempt to earn the higher mcome 
I am sure that you and I would both rather be m the position 
to pay a tax of 50 per cent on a million dollar mcome than we 
would to pay a tax of 30 per cent on a $100,000 mcome 
There is an element of truth m the argument that a 
graduated tax discourages mvestment If the graduated tax 
imposes a sufficiently serious burden, the person with a very 
large income may choose to mvest all or a very large part of it 
m tax-exempt government bonds The answer to this, how- 
ever, IS not to repeal the graduated mcome tax, but to remove 
the income tax exemption privilege from all forms of govern- 
ment bonds 
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The risk element must also be considered Investments 
that promise the most profits usually involve the gieatest risk 
of the principal mvested As higher income taxes cut down 
the possible net return which may be realized from such in- 
vestment, they tend to discourage the undertaking of risks 
We may see this more clearly by considering it as the odds of 
a bet Suppose there is a proposition with equal chances of 
success or failure that requires $50,000, but which will double 
my money if successful, and there is no income tax This is 
an even-money bet Now suppose that the government will 
tax my mcome 50 per cent if the speculation is successful I 
must then invest $50,000 in order to make $25,000 (after tax 
IS paid). In other words, I have to give two-to-one odds on an 
even-chance bet The limitation on possible profits is thus a 
deterrent to nsk-takmg 

An objection to the removal of the tax exemption privilege 
on government bonds has been made on the grounds that it 
would force the government to pay higher interest rates This 
IS not, however, so serious an objection as would appear at fiist 
sight A comparison of the rate of yield on tax-exempt gov- 
ernment bonds with the yields on mdustrial bonds which re- 
ceive a triple A rating by Moody’s Manual shows only a slight 
difference over a period of time So long as safety of invest- 
ments IS the prime requisite m the mmds of many mvestors, 
the bonds of a solvent government will continue to command 
high favor This is evidenced by the fact that many charitable 
foundations whose entire mcome is untaxable nevertheless 
retam large portions of their funds invested m government se- 
curities Furthermore, m times when a “strike of capital” is 
alleged, the removal of the tax exemption privilege from gov- 
ernment securities might encourage more people to mvest in 
private busmess, thus tending to create more employment and 
saving the government the necessity of borrowmg more money 
for relief purposes 



PRINCIPLES OF TAXATION 


511 


The presence of the tax-exempt privilege on government 
securities in our mcome tax structure is certamly a contradic- 
tion of the ability theory The person who draws an mcome of 
$50,000 a year m mterest on government securities is obviously 
as fully able to pay a tax as an mdividual who draws a similar 
mcome as a salary for services to an mdustrial corporation In- 
deed, the bond holder is really m a better position to pay a tax, 
since the busmess executive will lose his income whenever he 
is unable to perform his services or whenever the company de- 
cides to discharge him, the bond holder’s mcome, m contrast, 
will go on regardless of other considerations so long as the 
government remams solvent 

The Benefit Theory 

The benefit theory of taxation argues that taxes should be 
proportioned among different mdividuals m accordance with 
the benefits received from governmental activities In its nar- 
rowest construction, this theory relates specific taxes to specific 
government expenditures For example, the cost of laymg 
water mams by a mumcipality is often assessed directly against 
the property owners whose property connects with the mam 
In the case of some improvements, such as new streets, the 
strict application of the benefit theory is apt to prove difficult 
For mstance, smce all the citizens are free to use the new 
streets, it is obvious that the full benefit of the construction does 
not accrue to the adjommg property owners alone This 
problem quite often receives a rough rule of thumb solution 
by simply assessmg half of the cost of the streets to the adjom- 
ing property owners and the other half to the general taxation 
fund of the municipality However, this solution still does not 
conform strictly to the benefit theory Those property own- 
ers m the next block or m the immediate surroundmg neigh- 
borhood will obviously derive more benefit m the use of the 
new streets and in the enhanced value of their property than^ 
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Will accrue to property owners located in more distant parts of 
the city Some communities have attempted to meet tins 
problem by assessing the cost in inverse proportion to the dis- 
tance from the improvement Regardless of the method of 
assessment adopted, it will be difficult to prove that it is in exact 
accordance widi the benefit theory 
Another tax that is in rough conformity to the benefit tlieory 
of taxation is the tax on gasoline, to the extent that all the re- 
ceipts are spent on public roads and none are diverted to the 
general revenue of the state However, since the damage done 
to roads by trucks is probably greater in proportion than the 
damage done by pleasure vehicles when compared to their 
respective rates of gasolme consumption, the benefit theory is 
not strictly applied by a flat tax per gallon on gasolme This 
deficiency is made up m part by charging the trucks a higher 
license tag fee than is charged for pleasure cars Smee different 
trucks travel different mileages over the public roads a license 
tag fee, even though based upon the weight of die truck, is not 
strictly equitable Diversion of gasolme taxes to uses other 
than roads violates the theory entirely 
In the case of some services performed by the government it 
is simply impossible to apply the benefit theory of taxation 
For example, take the public health service of a municipality 
It IS impossible to determine who would and who would not 
have contracted smallpox m the absence of free and compulsory 
vaccmation, or who would or who would not have contracted 
diphtheria m the absence of quarantme laws. Consider public 
playgrounds as another area where the benefit theory cannot be 
applied People who live m the near neighborhood and have 
children feel that they derive a great benefit from the existence 
of the playground On the other hand, people who live imme- 
diately adjacent to or across from the playground may feel 
that the noise made by the children detracts from the value 
of their property The reader can think of many other kinds 
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of services m which it is difficult or impossible to apportion 
the cost of the service in proportion to the benefit conferred 
A much more liberal mterpretation of the benefit theory is 
advanced by some authors and disavowed by odiers This m- 
terpretation advances the thesis that m contrast with those with 
smaller incomes or smaller amounts of property, those with the 
greatest mcomes or the greatest amount of property derive 
much more benefit from governmental laws protectmg private 
property and enforcmg contracts, and from the efforts of die 
police force and of the army and navy m protectmg the actual 
holdmg of private property This mterpretation of the benefit 
theory is then made an additional argument to the ability 
theory m advocatmg a graduated system of taxation A very 
plausible argument can be made along these lines However, 
when we come to consider the activity of the police force and 
the army and navy m protectmg human lives as well as prop- 
erty, the application of the benefit theory becomes difficult 
and doubtful It would seem that the ability theory alone 
would constitute an adequate defense for a graduated system 
of taxation without having recourse to a somewhat doubtful 
interpretation of the benefit theory / 

Before turnmg to another subject, it may be well to pomt 
out that there are some charges made by governments for 
services rendered which cannot properly be called taxes at all 
Such, for example, are the charges made for registering deeds 
Where the charge simply covers the cost of the service ren- 
dered, such a charge is not a tax but a fee No one is required 
to register a deed to property, but the registration of the deed 
makes it easier to prove the legal ownership The county 
usually performs this service and charges a fee for it which 
covers its cost Similarly, when a municipality furnishes the 
water supply and charges m proportion to the cost of the 
service rendered, such a charge is not a tax but a fee In many 
other cases this distinction may be more difficult to draw 
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The Diffusion Theory 

The diffusion theory (sometimes called the principle of the 
broad base) postulates that the tax burden should be spread 
over as many people as possible The implication behind this 
IS that the taxation of more people -will mean that more people 
will take an interest m the government activity and will at- 
tempt to curb government extravagance To the extent that 
this implication is true, the wide didusion of the tax burden is 
particularly desirable m states which have universal suffrage 
If each individual is made to realize that he must bear a share 
of the cost of government, he may be more hesitant to vote for 
foolish expenditures or to vote for legislators who propose fool- 
ish expenditures In order to make this principle effective, 
however, the taxes must be levied in such a way that the indi- 
vidual realizes the full burden of the tax that he is actually pay- 
mg Indirect taxes which are concealed in the price of the 
product have no merit m this respect It is even difficult for 
trained economists to determine exactly how much of a real 
estate tax is bemg paid by the landlord himself and how much 
IS being passed on to the tenant m the form of higher rental 
Consequently, many renters of dwelling space may vote for 
municipal expenditure without realizing what proportion of 
such costs they themselves will actually have to pay in the form 
of higher rents 

The Economy Theory 

The economy theory of taxation postulates that as little as 
possible of the proceeds of a tax should be expended m actually 
collecting the tax and as much as possible should be available 
for the general revenues of the state In the case of some types 
of taxes, the economy theory and the diffusion theory will be 
found to be m contradiction to each other Ordinarily, the 
fewer the sources from which a tax must be collected, the less 
will be the cost of the collection m proportion to the total re- 
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ceipts Thus, in the case of a tax on a manufactured article, 
the cost will be less if it is collected at the factory than if it is 
collected from wholesalers, and much less than if it is collected 
from retailers It is sometimes claimed m such a case that 
diffusion IS achieved by passing the tax all along the Ime to 
the consumer m the form of a higher price for the finished 
product We shall discuss later under what circumstances and 
to wh*at extent tax shifting may take place For the moment 
let us grant that a full shift of the tax does take place and that 
the final consumer does pay the full amount of the tax If 
under these circumstances the tax is concealed m the price of 
the product, the end sought by the diffusion theory is still not 
fulfilled, for if the consumer is m ignorance of the amount of 
tax he IS paymg, he will not thereby be motivated to demand 
governmental economy For example, the Federal revenue 
stamp on a package of cigarettes bears merely the picture of 
DeWitt Clmton and the words “twenty cigarettes” but states 
no amount of tax, so that an mdividual would have to look up 
the U S Internal Revenue laws in order to realize that if he 
smokes a package of cigarettes a day, he is paymg about $30 
a year to the Federal Government 
The income tax is another example of a tax in which the 
economy theory and the diffusion theory may conflict At 
present, only a mmority of our citizens pay this tax How- 
ever, if the exemptions under the mcome tax were drastically 
lowered, say to $500 for a smgle man and $800 for a married 
man, and at the same time the rate of tax imposed on these 
new taxpayers were made much lower than that paid by present 
taxpayers (to conform to the ability theory), it would be 
found that there would be large numbers of people paying 
income taxes of 25 or 30 cents apiece Against this we would 
have to set the fact that the probable cost of sendmg out m- 
come tax blanks, receivmg the returns, auditmg them, and 
checkmg for possible violations would likely be in the neigh- 
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borhood of 50 cents for each taxpayer There still is one way 
out of this dilemma we might repeal all oi a large number of 
indiiect taxes, such as those at present imposed on cigarettes, 
oleomargarine, cosmetics, beer and othei articles bought in 
large volume by the poorer class The levenue lost by the re- 
moval of these taxes might then be assessed on the poorer 
classes in the form of an income tax If all of the Fedeial taxes 
which an individual with a low income now pays without be- 
ing aware of it were presented to him as a single lump sum 
income tax which he might see, the effect might be salutary 
It might even prove to be the case that Congiessmen could no 
longer make themselves popular by pointing with pride to the 
fact that they secured an (unnecessary) post office for the com- 
munity or rushed through a bill to make Goose Creek navi- 
gable Or It might be simply that people would vote for Con- 
gressmen who would promise to repeal their taxes and “soak- 
the-rich ” 

Although It is probably safe to say that a majority of the 
expenditures of government are for socially desirable purposes, 
even at present people with small incomes are paying a con- 
siderable proportion of the total cost of government directly 
or indirectly whether they realize it or not Further expendi- 
tures of government will tend to be borne more and more by 
the lower salaried group Remember that we are still assum- 
mg a balanced budget The sooner the average individual is 
made to realize that services performed by the government are 
not a free gift, are not something for nothing, the sooner will 
he be prepared to take an active and intelligent interest in 
honest and efficient government 

Steady Government Income 

In addition to the theories which have already been ex- 
plamed, there are certam other principles which are said to be 
essential for a sound policy of taxation The first of these 
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IS that the revenue from a tax should remam fairly steady from 
year to year, or that it should be such that it can be counted 
upon fairly certainly at least a year or two in advance If 
the revenue which a tax yields is fluctuatmg and uncertam, 
the government is apt to make expenditures, counting on 
estimated receipts from a tax, and then find that the returns 
are less than anticipated, thus givmg rise to unforeseen deficits 
Xhe duties on imports furnish us with examples both of some 
of the steadiest and some of the most violently fluctuating forms 
of tax revenue return The degree of stability of returns from 
import taxes varies both with nature of the product taxed itself 
and with taxmg pohcy of the government In general, the 
steadiest return from import taxes will be yielded by those com- 
modities whose consumption is a matter of habit, or varies 
little from year to year, and which are not produced domes- 
tically For example, the import tax on tea has been the 
steadiest form of revenue for the United Kmgdom throughout 
Its history Taxes on sugar, coffee, and similar products are 
likewise steady producers of revenue On the other hand, com- 
modities whose purchase is a matter of fad or fancy are subject 
to wildly fluctuating degrees of revenue return — an import tax 
on batik shawls or mahjong sets might yield a fabulous return 
one year and shrink to zero the next 
For import taxes to constitute reliable sources of revenue, the 
government must so design the tax that it will be a revenue pro- 
ducer This means that the government must give up all idea 
of a protective tariff m connection with its revenue policy, for 
the greater the degree of protection afforded by a tariff, the 
fewer goods will be imported and the less the revenue will be 
The prmciples to be followed by a government m designmg a 
tariff to raise revenue are quite similar to those to be followed 
by a monopolist m determining his best monopoly price In 
seekmg the greatest return, the government will set its tax at 
such a pomt that the tax per unit times the total number of units 
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imported would yield the greatest total revenue Too low a 
tax will mean that the government is sacrificing some of the 
revenue which it possibly might have obtained from a com- 
modity Too high a tax will discourage imports either by de- 
creasing domestic consumption or by encouraging domestic 
manufacture of the product and so will decrease the total reve- 
nue accruing to the government The analogy to monopoly 
net return -is practically perfect In the days when England’s 
tariff was designed primarily to pioduce revenue, a very simple 
device was adopted to avoid fluctuations in the returns due to 
domestic manufacture. Whenever a tax was placed upon the 
importation of a certam product, a similar tax was likewise 
placed upon its domestic manufacture Thus, the government 
received its return regardless of whether the products were im- 
ported or manufactured at home The problem then was 
simply the one outlmed above, that of placing the tax rate at 
the pomt of greatest possible return It should be noted that 
the imposition of a tax on domestic manufacture equal to the 
import tax on an article is a complete negation of any idea of 
protection, as far as the tariff is concerned, the foreign and the 
domestic producer are placed upon the same competitive basis 
The income tax, although conformmg well to many other 
theories of taxation, is not reliable as a steady producer of reve- 
nue The returns from this tax tend to fluctuate upwards and 
downwards with the movements of national mcome in the 
busmess cycle It is not always possible or desirable for a gov- 
ernment to expand and contract its expenditures in accordance 
with Its receipts from the income tax Indeed, if government 
expenditure is to be used as a means of alleviatmg busmess de- 
pression, It must be adjusted upwards and downwards exactly 
opposite to the fluctuation of the business cycle and of the pri- 
vate national mcome This leads to the suggestion of govern- 
ment borrowing m periods of depression and repayment of 
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government debts in periods of prosperity, which, is considered 
in Chapter XXXI 

Simplicity of Tax Computation 

Another requirement of a good tax is that it should be fairly 
easy for the average individual to determine the amount of the 
tax that he should pay This requirement of simplicity offers 
many advantages a tax which is simple to compute is more apt 
to be considered a fair tax and hence the motives to evade it are 
less, simplicity of computation reduces the number of suits 
which are brought m the court on mterpretations of the tax 
law, consequently reducing the expenses of litigation both to 
the government and to private individuals, a simply drawn 
tax law is always far less expensive to administer than a com- 
plicated one 

The relative complexity of the American mcome tax struc- 
ture arises from the fact that it is a tax on net income, and from 
the fact that no standard methods of accountmg procedure are 
universally used by all individuals and corporations Hence 
the Treasury is driven to the necessity of laymg down more or 
less arbitrary rules of what does or does not constitute a legiti- 
mate expense or loss which may be deducted from gross mcome 
m order to determme net mcome These rules must be appli- 
cable both to the proprietor of a corner candy store and to the 
president of a large steel corporation The mclusion under the 
definition of mcome of mcrease m value of unsold property, 
and the allowance of deductions for losses m value on unsold 
property, further complicate the problem Even professional 
accountants are apt to differ widely m their estimates of the 
value of a given piece of property and of the change m value 
which has taken place durmg a fiscal year. The attempt of the 
Treasury to lay arbitrary rulmgs for the computation of such 
values results in a complicated tax form However, so long 
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as capital gams and losses are a part o£ the law, the Treasury 
must of necessity make such rulings It cannot simply leave 
the problem up to the individual and say, “Let youi conscience 
be your guide ” 


Regulatory Taxes 

A tax IS sometimes used as a means of regulation for certain 
activities, either with no regard for revenue or with revenue 
as a second consideration This use of the taxing power is gen- 
erally resorted to by the legislatures to accomplish regulation 
which lies beyond their powers as defined by the constitution 
It has long been recognized tliat Chief Justice Marshall was 
right when he said, “The power to tax is the power to destroy ” 
If drere is any business which the legislature wishes to wipe out, 
all that It has to do is to place a sufficiently high tax on it to 
render its operation extremely unpiofitable Yet this is really 
an abuse of the taxing power In a dictatorship such a pro- 
cedure IS unnecessary, all that a dictator has to do is to publish 
an edict forbidding the practice of a certain kind of business, 
and the enforcement of this edict will accomplish the end In 
a democracy the use of the taxing power for regulatory pur- 
poses generally means that the legislature is exceeding the au- 
thority entrusted to it by the people If the people desire to 
give the legislature more power, this can be done by constitu- 
tional amendments Such an amendment may be drawn 
either so as to confer more general power on the legislature or 
to empower them to act with respect to the particular evil 
under consideration If the people do not wish to entrust the 
legislature with such power, the power should not be exercised 
by mdirect means through this use of the taxmg power 
Unless there is external evidence, it is sometimes not easy to 
tell whether a particular tax is designed as a revenue producer 
or as a means of regulation Sometimes, either through igno- 
rance or through unforeseen circumstances, a tax which was 



PRINCIPLES OF TAXATION 


521 


designed m all good faith as a means of raismg revenue may 
prove to be a weapon that drives an mdustry out of business 
However, when specific regulations are laid down in the tax 
bill and the tax is then levied on those who do not conform, 
the mtent of the legislature is clear In such cases, if the regu- 
lation IS beyond that entrusted to the legislature or the con- 
stitution, the courts will not hesitate to throw the law out 
Such was the fate of one of the child labor laws passed by Con- 
gress It may be regretted that this and many other socially 
desirable laws may be likewise declared unconstitutional 
However, we cannot overlook the fact that if legislatures are 
given free rem with the taxing power, they may pass many 
socially undesirable laws as well as many socially desirable 
laws For example, a lobby of potato growers might be able to 
brmg sufficient pressure to bear upon Congress to jam through 
a law puttmg a tax of |2 a pound upon spaghetti, or an anti- 
vaccmation society might succeed m gettmg a state legislature 
to put a tax of $50 a gram on smallpox vaccme 
Sometimes the regulatory tax is designed merely as a dis- 
couragement rather than as an outright prohibition of a par- 
ticular practice For example, some people advocate high taxes 
on cigarettes and alcoholic liquors m the hope that this will de- 
crease their consumption Such laws are usually upheld by 
the courts, smce the revenue that is raised is clear and the regu- 
latory aims are not stated m the act Nevertheless, the same 
objections apply to them as to taxes that are outright confisca- 
tory or prohibitive. 



CHAPTER XXVIII 


Shifting and Incidence of Taxation 

NOW come to one of the most dif&cult and mvolved 
subjects m the field of economics — the question of who 
actually bears the burden of die taxes that are levied by the 
various agencies of the government, and the question of who 
will actually bear any new taxes that are imposed 
By the “shifting” of a tax we mean the passing of the burden 
of paying the tax from the person or firm on whom it was orig- 
mally levied to someone else If, for example, a tax of 3 cents 
per unit is levied on the manufacture of a certain article, and 
if the manufacturer should then find it expedient (that is, that 
It gives greatest net return after the tax is paid) to raise the 
price of the article by 3 cents as he sells it to the wholesaler, we 
should then say that the manufacturer had shifted the tax to the 
wholesaler If the wholesaler m turn finds that he fares best 
by raismg his selling price by 3 cents, he will shift the tax to 
the retailer The retailer might then raise his selling price by 
the same amount and so shift the tax to the consumer 
Before gomg any further we must note that, in the actual 
world, the mere fact that the price of a product rises by the 
amount of the tax is not suflScient evidence that a tax has been 
shifted In the example above, if, at the same tune the tax 
was imposed, the manufacturer’s other costs had risen by 2 
cents, then the raising of the price by 3 cents would shift only 
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1 cent, or one-third, of the total tax burden and the manufac- 
turer would himself be paying two-thirds of the tax If the 
other costs had risen by 3 cents, an increase in price of only 3 
cents would leave the manufacturer paymg the entire tax and 
not shifting any of it 

Contrariwise, the mere fact that the price of a product does 
not rise after a tax is imposed is insufEcient evidence that the 
tax has not been shifted The manufacturer may find that he 
is able to force the producers of his raw materials to accept 
lower prices, or that he is able to force his workmen to accept 
lower wages, as a result of the tax Taxes may be shifted 
backward as well as forward in the production process Note, 
however, that before we say that the tax has been shifted back- 
ward m any case, it must be shown that the tax was the occa- 
sion for the declme in raw material prices or wages If such 
declmes would have occurred without the tax (and no decline 
in selling price would have taken place), then the manufac- 
turer IS himself paying the tax out of what would otherwise 
have been mcreased profits 

By the “mcidence” of a tax we mean the place where the tax 
burden actually falls The incidence of a tax falls on the per- 
son who IS unable to shift the burden to someone else, that is, 
the one out of whose pocket the tax finally comes It does not 
matter who turns the tax money over to the government If a 
tax IS levied on a manufacturer, he will be the one to turn the 
money over to the government However, if through higher 
prices the tax has been shifted all along the Ime to the con- 
sumer, he IS the one upon whom the mcidence of the tax actu- 
ally falls In some ways the manufacturer and the other 
dealers may be said to be actmg as agents m collecting the tax 
for the government 

So long as the government receives the money, it might, at 
first sight, appear to be a matter of mdifference on whom the 
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incidence of the tax falls Many taxes are indeed levied in this 
careless fashion with little heed as to what gioup of people is 
actually going to bear the tax Nevertheless, difficult as the 
problem of detei mining incidence may be, it cannot be ignored 
if we are concerned with equalizing the burden of taxation or 
apportioning it according to any of tlie theories (ability, bene- 
fit, and so forth) outlined in Chapter XXVII We may say, 
for mstance “Here is an mdustry which can well afford to 
pay a tax ” However, unless we are extremely careful of the 
manner in which the tax is levied, we may find that die tax is 
finally paid not by the mdustry on which it was levied but by a 
gioup of people who were already overtaxed 
Even from the point of view of raismg revenue, however, the 
mcidence of a proposed tax must be taken into consideration 
If the burden of paying a new tax falls on a group of people 
who are already buymg other taxed articles, the pui chase of 
which they now reduce, then the loss of taxes on these goods 
will have to be offset against the receipts from the new tax 
Under circumstances which are not at all improbable, the im- 
posing of an unwise new tax may even decrease the total reve- 
nue which accrues to the state Let us suppose, for example, 
that there is already a tax on women’s silk stockmgs but that 
this tax IS actually being borne by the manufacturer and not 
passed on to the consumer. Now let us suppose further that a 
new and extremely heavy tax is placed on lipsticks and that 
this tax is shifted to the consumers (by the consumers I 
mean the women who buy the lipsticks — ^not the men who ab- 
sorb them incidentally) It is entirely possible that man y 
women might then be willing to go bare-legged rather than re- 
frain from pamting their lips The loss m revenue from the 
tax on silk stockmgs, which are no longer sold, might then be 
greater than the returns from the new tax on lipsticks, and 
the total revenue to the state would have declmed because of 
the imposition of the new tax 
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Factors Afecting the Incidence of Taxation 

We shall now attempt to analyze the conditions which either 
force the peisons or firms on which a tax is levied to bear the 
tax themselves, or which enable them to shift the incidence of 
the tax to others Except for a few rare individuals, anyone 
on whom a tax is levied will cheerfully attempt to pass the tax 
on to someone else if he is able to do so, rather than pay the 
tax himself We must look for the conditions under which 
people are able to shift all or part of a tax to others We 
may assume, with a fair degree of accuracy, that a tax which 
IS capable of bemg shifted will be shifted 

Let us consider the question of mcidence fiist m connection 
with what we may call busmess taxes (taxes which are levied 
on the manufacture or sale of a' product, on the use of capital 
goods or productive factors, or on the mcome of busmess 
firms) There are several factors which we shall have to con- 
sider m connection with these taxes (1) the type of tax which 
IS imposed, (2) the nature of the total demand for the prod- 
uct, (3) the degree of competition in the market where the 
industry sells its products (monopoly, oligopoly, monopolistic 
competition, pure competition) , (4) the technical cost condi- 
tions m the mdustry (shape of the technical cost curves) , (5) 
the nature of the total supply of the means of production to 
the industry, (6) the degree of competition m the market 
where the mdustry buys its means of production (monopsony, 
oligopsony, pure competition among buyers) Unfortunately 
we shall not be able simply to take each of these elements 
and generalize upon it, but we must take them m various com- 
binations accordmg to the special problems which are presented 
by them 

Taxes as Business Costs 

Any tax which is imposed on a busmess must be considered 
first as an addition to cost The question then arises as to 
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whether it is advisable for the firm to alter its scale of output 
as a result of this change If output is decreased by a monop- 
oly, the smaller output can be sold at a higher price The dif- 
ference between the higher price and the former price will 
then represent the amount of tax per unit of product which is 
being shifted to the buyer . This diflerence, multiplied by 
the total number of units sold, is the amount of the total tax 
♦which IS shifted to the buyers (As we shall see later, the 
price rise may exceed the tax undei certam conditions ) We 
must note carefully, however, the different results which are 
occasioned by different types of taxes A tax which is in the 
nature of a lump sum (that is, which does not vary in amount 
with output or sales) will be in the nature of an addition to 
fixed cost Such a tax will not change either margmal cost or 
average variable cost and hence will occasion no change in out- 
put by the monopoly On the other hand, a tax of a certain 
sum per unit of output, or a tax expressed as a per cent of gross 
sales, will be an addition to average variable cost and to mar- 
gmal cost and will thus occasion a change in output to the pomt 
where the new marginal cost (includmg tax) and margmal 
revenue are agam equal 

Tax as Fixed Cost 

Under monopoly, any tax which is in the nature of a lump 
sum tax will be paid entirely by the monopolist and not passed 
on to the buyer A lump sum tax is really a fixed cost A 
fixed cost, It will be remembered, is one which remams con- 
stant as a total and does not vary with changes m output, re- 
gardless of the number of units produced Smee margmal cost 
is defined as the additional cost necessary to produce one more 
unit of output. It obviously contains no element of fixed costs 
This IS the case with any tax assessed as a fixed amount on a 
monopoly Such a tax makes no change m the marginal cost 
curve of the firm, and so the point of greatest monopoly profit 
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IS at exactly the same output as before Monopoly profits will, 
of course, be decreased by the amount of the tax, but there will 
be no other point of output at which net monopoly profits will 
be any greater than at the old output and the old price This 
statement is based on the assumption that the monopolist was 
already chargmg the full monopoly price for his product before 
the tax was imposed If this is not the case, the imposition of 
a tax may cause him to re-examme his price policy with a view 
to charging the full monopoly price In such an event some 
part, or all, of the tax may be passed on to the buyer How- 
ever, we have no assurance that the monopolist would not have 
sooner or later discovered the error m his pricing policy even 
without the imposition of the tax Thus, under these circum- 
stances, the tax IS the immediate occasion rather than the ulti- 
mate cause of the higher price to the buyer 
A lump sum tax might be imposed m the nature of a license 
fee or franchise tax, a tax as a per cent of net mcome, or, in the 
short run, a tax stated as a per cent of the assessed value of 
capital or real estate While we have said that a tax of this sort 
on a monopoly cannot be passed on to the buyer (if the mo- 
nopolist has previously been chargmg the full monopoly price), 
there are some circumstances under which the tax may be 
evaded If the monopoly is not dependent upon location, the 
firm may move out of the jurisdiction of the government which 
imposes the tax The burden of heavy taxes has been the cause 
of movement from one city or state to another by many manu- 
facturing firms which were highly competitive, as well as by 
fir ms which possessed a greater degree of monopoly power. 

If a tax burden absorbs all or a great part of the net mcome of 
a monopoly firm which is unable to move, other expedients 
may be adopted Maintenance expenditures may be discon- 
tmued or greatly reduced m an effort to recover some part of 
the money capital invested To the extent that the capital 
goods of the firm are not specialized to the particular busmess, 
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they may be sold or invested in other lines not so heavily bur- 
dened by taxes It is a nice question to be determined how 
much a monopoly can be taxed without being taxed out of 
existence ^ 


Tax as Constant Variable Cost 

A variable cost is a cost which changes as a total with changes 
in output When we speak of a tax as a constant variable cost, 
we mean one which is constant per unit of output but which 
mcreases as a total when output increases, because the tax must 
be paid on more units of output 
When a tax is levied on a pei unit of output basis on a mo- 
nopoly, the tax becomes an addition to marginal cost at each 
possible output The pomt of intersection of the marginal cost 
and marginal revenue curves is thus shifted to the left That 
is, the pomt of greatest monopoly profits after the tax is in- 
cluded as a cost will be at a lower output than before the tax 
was imposed The assumption is again made that the monopo- 
list has been chargmg the full monopoly price before the tax 
was imposed, and that the conditions of production other than 
the tax and the conditions of demand are unchanged Part 
of a tax per unit of output on a monopoly will be passed on to 
the buyer There are several circumstances which will govern 
the proportion of the tax which is so shifted 

(1) The closer to horizontal the slope of the demand curve, 
the greater the proportion of the tax that will be paid by the 
seller, and, conversely, the steeper the slope of the demand 
curve, the greater the proportion of the tax that will be paid by 
the buyer 

(2) (a) If the point of greatest monopoly profit was on the 
declining part of the marginal cost curve before the tax was 

^I£ the invested capital is mostly borrowed, the firm may, of course, be taxed 
into bankruptcy long before the operating unit is taxed out of existence However, 
so long as any positive rate of return is being earned on invested capital, it is most 
likely that the firm will continue to be operated either by the original owners or by tlie 
creditors rather than an attempt made to withdraw capital m the manner outlined 
All monopoly profits might be absorbed by the discussed type of taxation without 
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imposed, the greater the slope of the marginal cost curve, the 
greater the proportion of the tax that will be shifted to the 
buyer, and, conversely, the less the slope of the marginal cost 
curve, the greater the proportion of the tax that will be borne 
by the seller (b) If the pomt of greatest monopoly profit was 
on the rising part of the margmal cost curve before the tax 
was imposed, the greater the slope oh the margmal cost curve, 
the greater the proportion of the tax that will be borne by the 
seller, and conversely, the less the slope of the margmal cost 
curve, the greater the proportion of tlie tax that will be shifted 
to the buyer (c) In general, a greater pioportion of the tax 
will be shifted if the pomt of greatest monopoly profits was on 
a declining phase of the margmal cost cuive than if the pomt 
was on a rising phase of the margmal cost curve before the tax 
was imposed 

Diagram 1 illustrates the effect of the imposition of a tax per 
unit of output on a monopoly under one set of demand and 
cost conditions Note the following results 




After Tax of 
$5 00 Per Vmt 



Before Tax 

of Output 



Was Imposed 

Was Imposed 


Selling Price 

$ 22 00 

1 25 00 Increase in price 

to buy- 


ers 

1 3 00 

Average Total Unit Cost 

12 50 

19 00 


Profit per Unit 

9 50 

6 00 Decrease in seller s 

profit per 


unit 

$ 3 50 

Total Revenue 

528 00 

500 00 


Total Cost 

30000 

380 00 Decline in seller s 

profits 

Net Profit 

228 00 

120 00 

$108 00 

Consumers lose 4 units 

of goods formerly 



worth $22 00 each — total $88 00, but spend 
$28 00 less, leaving a net loss to consumers 

of cc 60 00 


Total loss to consumers and seller $1 68 00 

Revenue to government $5 00 on 20 units, total 
tax revenue ' 100 00 


Apparent net loss to the community $ 68 00 

<^The $28 00 is now spent for othei goods, but these other goods presumably 
yield less satisfaction or the consumers would have bought them before they were 
induced to do so by the price change occasioned by the tax Consequently, the total 
loss to the consumers may exceed the money loss of $60 00 
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A TAX AS A CONSTANT 
VARIABLE GOST 


Y 



DIAGRAM 1 


AR IS average revenue (that is, demand curve) 

MR IS marginal revenue 

ATUCi IS average total unit cost before the tax 

ATUC2 IS average total unit cost including the tax 

MCi IS marginal cost before the tax 

MC2 IS marginal cost mcluding the tax 

51 is the point of intersection of marginal cost and marginal 

52 IS the pomt of intersection of marginal cost and marginal 
PiQt is the price before the tax 

P2Q2 is the price after the tax 

OQi is the monopoly output before the tax 

OQ2 IS the monopoly output after the tax 


revenue befoic the tax 
revenue after the tax 


SHIFTING AND INCIDENCE OF TAXATION 531 


It will be noted that there is sometimes a sort of “dry loss” 
possible m taxation — ^that is, a loss in value to the seller and 
consumers combined which is greater than the revenue the 
government receives, leavmg a net^ loss To overcome this 
apparent net loss m the above case, the government must take 
the |100 00 tax revenue and, using the resources made idle by 
the contracted output, provide services worth |168 00 to the 
public ® 

If the demand curve for a monopoly product is a straight 
line, we may make the followmg generalizations about a tax 
per unit of output (tax as a constant variable cost) ^ 

The slope of the marginal revenue curve is always one-half 
of the slope of the average revenue (or demand) curve 
The point at which the margmal revenue curve is cut by the 
new marginal cost curve (mcludmg tax) will be higher than 
the former pomt of mtersection of margmal cost and margmal 
revenue by a distance which represents the difference between 
the old margmal cost at the old output and the new marginal 
cost (mcludmg tax) at the new output * 


2 It IS only fair to note that the loss in excess of the amount of the tax was occa- 
sioned by the fact that the tax was placed on a firm operating under condmons of 
decreasing costs If the government should spend the tax proceeds of 5100 00 on 
the purchase of goods from some other firm or industry operating under decreasing 
costs, the lower prices to other buyers of this second good (caused by increased out 
put at lower cost) might offset the “dry loss” We neglected, of course, the cost 

to the government of collectmg the tax e nr „ ii t 

s See Robmson, Joan, Economics of Imperjea Competition, Ch 5, Macmillan & 
Co , Ltd , London, 1934, for a fuller explanation of this subject 

4 These rather lengthy statements are necessary to avoid ambi^ity I had ex- 
perienced some difficulty in reading Joan Robinson, but it was Professor Machlup 
who pomted out to me that this is an example in the use of the phrase change in 
cost' exactly analogous to the ambiguities we have suffered from the use of the 
terms change in supply” and “change in demand’ both as pomt^ Ranges an as 
schedule changes Whenever Mrs Robmson uses the expression change m mar- 
ginal cost,’ one must be careful to note from the context whether she means (1) A 
change from one point to another on the same curve, (2) a change from one 
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Therefoie, with a straight line demand curve, the rise in 
price due to the tax is always equal to ont-half the difference 
between the old marginal cost at the old output and the new 
marginal cost (including tax) at the new output This may 
be seen from Diagram 2 

TAX AS CONSTANT VARIABLE COST 
STRAIGHT LINE DEMAND CURVE 


y 



Pomt Sx IS marginal cost at old output 
Point Sa IS marginal cost including tax at new output 
On the line PiQi pomt J is measured equal in height to point S3 
The distance JSi then represents the change between marginal costs at the old and the 
new output 

P3 IS above Pi by one-half the distance JSi 

cost curve to another, or ( 3 ) a change from o^e point on one cost curve to another 
point on another curve Until our economic vocabulary is enriched by words which 
sharply distinguish these meanings, we shall have to sufier from circumlocutions for 
the sake of clarity 
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If marginal costs are constant, the increase m marginal cost 
will be equal to the tax and the increase in puce wull be equal 
to one-half the tax 

If marginal costs are rising at the former equilibrium output, 
the difference between the margmal cost at the new equilib- 
rium point on the new marginal cost curve (including tax), 
and the old margmal cost at the old output, will be less than 
the amount of the tax Therefore, the mcrease m price will 
be less than one-half the tax 

If marginal costs are falling at the former equilibrium pomt, 
the new marginal cost at the new output will be greater than 
the old marginal cost at the old output by an amount which 
IS greater than the tax, and the mcrease in pi ice will be more 
than half the tax “ 

The final effect of a tax as a constant variable cost is not al- 
ways the immediate effect m actual practice For example, a 
new tax, or a tax mcrease, of 1 cent per gallon is placed upon 
gasoline The first reaction of the sellers may be to mcrease 
their price to consumers by 1 cent an order to impress them with 
the idea that the tax has been imposed and that the rise is due 
to the tax alone Later on, the price (mcluding tax) will be 
either raised or lowered according to the prmciples we have 
outlined Likewise, when such a tax is repealed, the first effect 
IS to drop the price by the full amount of the tax reduction to 
make the customer believe that he has been given the full 


Bln tins case, if the slope of the old margmal cost curve is equal to the slope of 
the average revenue curve, the price will increase by the full amount of the tax It 
the slope of the margmal cost curve is greater than the slope of the average revenue 
curve the price will increase by more than the tax If the demand curve is con- 
cave, the effect upon price by the tax will be greater the greater the concavity of the 

demand curve . 4.^ 

Most of the ideas in this section on taxes on monopoly as constant variable cosK 
are the result of Mrs Robinson’s efforts to examine further the proposals of Marshall 
and Pigou to tax increasing cost industries and to give a bounty to decreasing cost 
industries Whatever improvement in statement I have made m Mrs Robinsons 
propositions is due to the help of Professor Machlup 
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benefit o£ the reduction Later the price will return to the 
most profitable point (not includmg this tax or part of tax) 

Tax as a Changing Vanable Cost 

By a changing variable ebst we mean a cost which changes 
both per unit of output and as a total when output is changed 

A TAX AS A CHANGING 

VARIABLE COST 


Y 



A good example of such a tax is a Gross Sales Tax Such a 
tax is simply a tax expressed as a per cent of total revenue The 
marginal cost of such a tax will be the same per cent of margmal 
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levenue as the tax is of total revenue It follows from this 
that a tax expressed as a per cent of total revenue will occasion 
much less reduction of output and much less increase in price 
than a tax of a similar amount levied as a tax per unit of out- 
put The demand curve and the cost curves, before the tax 
was imposed, m Diagram 3 are exactly the same as in Dia- 
gram 1 In Diagram 1 the tax was assumed to be $5 00 per 
unit This IS slightly less than 23 per cent of |22 00 which 
IS the ongmal monopoly price in both cases In Diagram 3 
a tax of 23 per cent of total revenue was imposed Notice that 
the consequent increase m price is only about |1 00 as con- 
trasted with the |3 00 mcrease m price when the tax was im- 
posed as a tax per unit of output 

Tax as Per cent of Net Income 

Note here the difference between the incidence of a tax as 
a per cent of net mcome and a tax as a per cent of (gross) reve- 
nue of a monopoly While a tax as a per cent of total revenue 
will partly be passed on to the buyer, a tax as a per cent of net 
income will be paid entirely by the monopolist That point 
at which total net income was maximized before the tax was 
imposed will still be the point of greatest total net mcome after 
the tax, expressed as a per cent of net income, is deducted. In 
strict theory, such a tax does not enter mto the cost calcula- 
tions of the monopolist at all It is simply a deduction to be 
made after his greatest net mcome is determmed For this 
reason, a tax as a per cent of net income is often proposed when 
It IS desirable that the mcidence of a tax fall on the firm upon 
which It IS levied 

In actual practice, however, the matter is not qmte so sim- 
ple Although the tax cannot be shifted, it is one of the types 
most subject to evasion as there is no commonly accepted 
definition of what constitutes net mcome It is true, of course, 
that net mcome is generally defined as gros^ receipts mmus 
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the costs of production This, howcvei, does not help us 
much, for it only gives rise to the question of what aic the 
legitimate costs of production which may be deducted in 
computing net mcome for tax purposes For mstance, a man 
may own all, or the majority contiol of a certain company 
He then may decide to pay himself $50,000 or $100,000 a year, 
allegmg that this sum repiesents his wages of management 
and should be allowed as a cost deduction in figuimg net in- 
come for the firm Such a sum may, m many cases, be obvi- 
ously much greater than his services are woith, but who is 
capable of saying with exactitude that the man’s services are 
worth exactly so much and no more to the firm ? Under such 
circumstances, the Treasury (or other tax collection agency) 
IS forced to make arbitrary rulmgs and even then every indi- 
vidual firm’s tax return may be subject to review by the courts 
Such a process is costly and uncertain both for the taxpayer 
and the government Moreover, the manager’s salary is not 
the only element of cost which may be a subject of tax eva- 
sion or a matter of legitimate doubt For this reason, a tax 
as a per cent of gross sales may sometimes be preferred to a 
tax as a per cent of net income because, although some part of 
the sales tax may be shifted, it is much less subject to evasion 
than the tax on net busmess mcome The incentive to tax 
evasion is present, of course, in all taxes, the difference is one 
of degree 

Taxes on Industries Operating Under Conditions 
of Monopolistic Competition 

The probable mcidence of taxes on mdustries operatmg 
under monopolistic competition is even less certam than their 
incidence on perfect monopolies Under the headmg of per- 
fect monopolies, we were free to assume that the demand 
curve of the firm would remam unchanged after the tax was 
imposed and to devote our entire attention to the effect of 
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the upon marginal cost Under monopolistic competi- 
tion, however, the demand curves as well as the cost curves 
of the mdividual firms may be altered by the tax, and we 
shall have to take this circumstance into account A tax that 
IS applied generally to all or to a large part of articles con- 
sumers buy will have some effect on the demand curve for 
a monopoly product, due to changes m relative prices of 
other goods and to changes in income distribution occasioned 
by the tax However, smce by definition there are no close 
substitutes for monopoly products, the results on the demand 
curve are largely indeterminate and we have neglected them 
On the other hand, firms operatmg under conditions of monop- 
olistic competition are, by definition, sellmg products which 
are closely competmg substitutes for each other Therefore, 
we shall try to consider the effects resulting from their com- 
petitors’ reaction to the imposition of a tax on the demand 
curves of the mdividual firms 

Tax as Fixed Cost 

For a group of firms operatmg m an mdustry under con- 
ditions of monopolistic competition, the effect of a lump sum 
tax upon the cost of each mdividual firm will be exactly the 
same as the effect of the same type of tax under monopoly 
That IS, the tax represents an mcrease m fixed costs but has no 
effect upon margmal cost, and hence there is no tendency on 
the cost side to reduce output of the mdividual firm in order 
to shift the tax to the buyer On the demand side, however, 
several circumstances may occur 

(1) The burden of the tax may be such as to force some 
of the competing firms out of busmess In this case, the 
customers of the defunct firms will be distributed among 
the firms that remam m busmess, mcreasmg the demand for 
their products, but we have no reason to presume that the 
mcreased demand will be distributed equally among the re- 
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mammg firms Some firms may obtain the lion’s share of 
the old firms’ customers, some may obtain very few, and some 
may obtain none at all In this event, the firms receiving the 
greatest increase m demand may find it most expedient to 
raise their prices sufficiently to shift the entire burden of the 
tax on to the buyers (It may even be that dieir net profits 
are greater after the tax is imposed than before ) Some firms 
will be able to shift a part of the tax to the buyers, while others 
may have to absorb the entire cost themselves 
Under certain circumstances, the prices charged by all firms 
that remain m business may be even less dian before the tax 
was imposed (a) If, before the tax was imposed, there weie 
a large number of firms each operating at less than optimum 
capacity, and (b) if, after some firms are forced out of busi- 
ness, the demand curves of those which remain become more 
elastic (since the new customers they acquire may be some- 
what indifferent as to itheir special services) For example, 
suppose that there is an excessive number of gasoline stations 
in a large city A license fee of |500 per year per station 
might cut the number of stations m half, and the remaining 
stations might then find that by cutting their price and operat- 
ing at capacity, their net profits, even after paymg the tax, 
are greater than before the tax was imposed This situation 
will apply only m certain cases of dimmution from a great 
number of firms to a number which is still fairly large It 
will not be applicable m the case of a small oligopoly 

(2) It may be that no firms are forced out of business by 
the fixed cost tax In this event, it is still remotely possible 
that a considerable proportion of the tax may be shifted to 
the buyers This is most likely to apply in the case of an 
oligopoly (a small number of firms which do take account 
of rival prices m determming their own price policy) When 
a tax IS imposed, if all firms raise then prices simultaneously 
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m an effort to shift the tax to the buyer, any single firm 
will lose much less business than if it attempted to raise its 
price alone Nevertheless, even under these circumstances, 
we cannot assume that the full burden of the tax will be 
shifted to the buyer, as all firms raise their prices simul- 
taneously, some of the customers of each firm may cease to 
buy the product entirely The extent to which the tax can 
be shifted is thus dependent upon the elasticity of demand 
for the product m general, rather than on the elasticity of 
demand for the product as sold by the mdividual firm It 
may be argued, however, that the possibility of shiftmg the 
tax to the buyer is not very great, because if conditions of total 
demand are such that all firms can raise their prices together 
(without encountermg a serious decline m the amount sold). 
It seems reasonable to suppose that they would have done this 
without the impetus of a tax 

Tax as a Constant Variable Cost 

A tax per unit of output on the firms operating m an indus- 
try under conditions of monopolistic competition constitutes 
an addition to marginal cost Here agam, however, we must 
consider the most likely changes m demand as well as the 
change in cost, so that the analysis that we made for this type 
of tax on perfect monopoly is no longer applicable All we 
can say definitely is that because the mdividual firm’s demand 
curves will be shifted somewhat (as all firms attempt to raise 
prices to shift the tax), the proportion of the tax shifted will 
tend to be somewhat greater than it would be m the case of a 
perfect monopoly We cannot assume, however, that each 
firm’s demand curve will be shifted by the amount of the tax, 
particularly if the competing products sold at different prices 
before the tax was imposed Suppose, for example, that a new 
tax of $100 each is imposed on the manufacture of automo- 
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biles If, then, the tax were simply passed on to the buyer, it 
would mean that car A, which formerly sold for $900, would 
now sell for $1,000, and cai B, which used to sell for $1,000, 
now sells for $1,100 But a great many of the former buyers 
of car B may feel that $1,000 is all that they care to pay for a 
cai In that case they will now buy car A at $1,000 (mcludmg 
tax) lather than car B at $1,100 The manufacturer of car B 
may then find that, in older to retain some of these custom- 
ers, he will have to price the car at $1,050 or $1,025, thus paymg 
one-half or thiee-quaiters of the tax himself 

A tax per unit of output may be the means of foicing some 
of the competing firms out of busmess, which we found to 
be the case under a lump sum tax Similarly, depending upon 
the circumstances, the prices chaiged by the various firms may 
be either higher or lower than before the tax was imposed 

Tax as a Changing Variable Cost 

The effects upon the cost curves of the various firms will 
be the same as those mdicated for the gross sales tax under 
perfect monopoly If the tax is applied to one mdustry alone, 
there will be less tendency to shift it than there was in the 
case of the tax per unit of output However, if the tax is 
applied to all goods and services, the tendency to shift it is 
much greater than if it were applied to one mdustry alone, 
smee all the alternative uses for the buyers’ money are like- 
wise subject to the tax Nevertheless, it must be obvious that 
if a 3 per cent sales tax is imposed, buyers with total incomes 
unchanged cannot pay 3 per cent more for all goods which 
they buy and continue to purchase the same quantity. Fur- 
thermore, people obviously will not purchase 3 per cent 
less of all kmds of goods but will rather give up first those 
kinds of goods whose denial represent least sacrifice to them 
To the extent that popular tastes (or needs) are similar, this 
will tend to concentrate the decrease in demand in particular 
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lines of goods In these lines, even if the sellers pay the tax 
themselves, it is highly improbable that they could recover 
the full volume of their former sales smce it is not merely 
the tax on these particular goods, but the necessity of paying 
3 per cent more for nearly all other goods, which is caus- 
ing the curtailed purchases The tendency of a general sales 
tax IS thus to mcrease the price, of some goods and to decrease 
the price of others, but it is more likely that the tax will be 
shifted m the case of necessities and goods of inelastic demand 
than in the case of goods for which the demand is elastic 

Tax as a Ter Cent of Net Income 

This tax will not force any firms out of busmess m any 
single industry to which it is applied Those firms which 
are just breakmg even (makmg no net income) will not have 
to pay any tax Other firms will have to pay only a certain 
per cent of their net mcome so that there is no compelling 
motive for them to cease busmess It is extremely unlikely 
that this type of tax will be shifted, should those firms making 
the greatest profits (and therefore paymg the greatest taxes) 
attempt to mcrease them prices, it would be to the advantage 
of other films to keep their prices low and to take away busi- 
ness from the firms which raise prices The increased tax 
that the low-priced firms would have to pay would be only 
a fraction of their mcreased net mcome It appears, if the 
tax were 10 per cent, that anyone would gladly pay |1,000 
m order to secure an additional $10,000 net mcome, leavmg a 
clear gam of $9,000 even after the tax was paid 
We have already noted that, due to the difficulty or impos- 
sibility of shifung this type of tax, it is more subject to eva- 
sion than other taxes and is subject to high costs of admmis- 

®I£ the tax is imposed in a period o£ unemployment and the proceeds are used 
£or relief, there will also be an increase in demand for other types o£ goods, perhaps 
causing their prices to rise by more than the tax 
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tration The tax is also apt to be an uncertain producer of 
revenue foi the government since business profits are subject 
to wide fluctuations in the business cycle 

Taxes on Industries Operating 
Under Pure Competition 

Since decreasing costs are not, in general, compatible with 
pure competition, we can ignore this situation and concen- 
trate our attention upon the situations arising when taxes aie 
placed on industries operating under conditions of constant 
or increasing costs Furthermore, we do not need to look 
for situations in which some sellers will shift a tax and others 
will not, smce it is one of the conditions of pure competition 
that all sellers will sell at the same price 

Under conditions of constant cost Price is equal to both 
margmal and mmimum average total unit cost for all firms 
in the mdustry and there are no pure profits In the long- 
run equilibrium, therefore, the full burden of any tax, regard- 
less of the type, will be shifted In the short run, all firms 
may operate at a loss until some are forced to leave the industry 
The decreased output may then be sold at a price which covers 
all costs, mcludmg the tax The less the slope of the demand 
curve, the greater the number of firms that will be forced to 
close to restore an equilibrium price mcludmg the cost of 
the tax In some cases it may be possible to shift some of the 
tax burden back to labor or the suppliers of raw materials, 
which would occasion a correspondmgly smaller decrease m 
the number of firms and a smaller mcrease m the price of the 
product Nevertheless, we can say definitely that under pure 
and perfect competition and under conditions of constant costs, 
all taxes will be shifted eventually 
Under conditions of increasing cost Price, before the 
tax is imposed, is equal to marginal cost of all firms and to 
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minimum average cost of the highest priced firms remam- 
mg m business under equihbrium conditions The mcidencc 
of taxation will be different under different types of taxes 
Any tax upon the use of scarce factors of production (such 
as land) will be absorbed by the owner of the factor and will 
not be shifted This is true, however, only when the tax is 
imposed on the economic rent of the factor, regardless of the 
use to which it is put For example, if a tax of 20 per cent of 
the economic rent is placed on land used to grow wheat, but 
no tax IS placed on land used for alfalfa, then the price of wheat 
will have to be sufficiently high so that the returns from grow- 
ing wheat after the tax is paid are equal to the returns from 
growmg tax-free alfalfa On the other hand, if a tax of 20 
per cent of the economic rent is placed on all land, regard- 
less of the use to which it is put, then the relative attractive- 
ness of different uses for the land will not be changed, prices 
of the various products will remam unaltered and the land- 
lord will have to assume the full burden of the tax 
It is mterestmg to note that a tax upon economic rent is 
absorbed once and for all time by the person who owns the 
land (or other resource of production) at the time when the 
tax IS imposed For example, suppose there is a piece of land 
which yields a net mcome of |1,000 a year If the going rate 
of mterest is 4 per cent, the land wdl be worth $25,000 ($1,000 
IS 4 per cent of $25,000) Now, suppose a tax of 20 per cent is 
placed on the rental value The net return after the tax is 
paid will be $800. Anyone who now wishes to buy the land 
and to earn 4 per cent on his mvestment will pay only $20,000 
. ($800 IS 4 per cent of $20,000) The original owner thus takes 
an immediate loss m asset value of $5,000 when the tax is 
imposed Subsequent owners will bear no part of the tax bur- 
den unless and until the tax rate is mcrcased 

A tax per unit of output (tax as constant variable cost) on 
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an industry operating under pure competition and increasing 
cost will be paitially shifted to the buyers of the pioduct. The 
tax will constitute an addition to the maiginal and to the 
average total unit cost cuives of all fiims Those firms which 
were previously so situated that the price was just equal to 
minimum average total unit cost will be forced out of busi- 
ness, while others will contract output to the point where the 
new price is just equal to marginal cost, including the tax 
As output is contracted, however, a lower pomt will be reached 
on the old marginal cost curve Therefore, the price of the 
product need not rise by the full amount of the tax m order 
to equate the new marginal cost, mcludmg tax, with the 
new price Since we have assumed that under pure compe- 
tition there are no pure profits, any part of the tax that is 
not shifted to the buyers will be at the expense of economic 
rent of the scarce factors of production being used m the 
industry 

A tax as a per cent of gross sales (tax as changing variable 
cost) will be shifted m a manner quite similar to the tax per 
unit of output, as outlined m the preceding paragraph A 
lump sum tax, or license fee, will likewise be at least par- 
tially shifted To the extent that marginal firms are forced 
out of busmess and to the extent that other firms contract 
output, the decreased output can be sold at a higher price 
including at least a part of the tax 

Taxes on Personal Property and Personal Income 

So far we have been discussmg taxes on business enter- 
prises When we come to the subject of personal taxes the 
problem is much simpler, as personal property is owned by 
the individual and is not being produced for sale Conse- 
quently, there is almost no possibility of shiftmg this tax, 
or that on personal mcome 
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While there is no possibility of shifting the tax on personal 
property that is already in the possession of the individual, 
one form of a shift may take place m connection with prop- 
erty not yet acquired If the property tax is placed on only 
a few articles and not on all personal property, a number of 
people may refrain from buying these particular articles This 
decrease in demand may cause the price to be lowered some- 
what so that subsequent purchasers do not feel the burden of 
the tax so heavily For example, if I have to pay a tax of 
f 10 a year on a piano that sells for $800, I am as well off as 
if I had to pay $1,000 for a piano when no tax was being 
charged (assumed rate of interest 5 per cent) This is an 
example of the backward shiftmg of a tax The price might 
even fall below $800, if people are afraid of further higher 
taxes on this article It is not likely, however, that the entire 
burden of a personal property tax will be shifted in this way, 
since in that event people would buy as much of the article 
as they did before the tax was imposed and the price would 
not fall 


Backward Shifting of Taxes 

So far we have been giving our attention mamly to the 
sbifring of taxes forward to the buyer of the product The 
process of tax shiftmg often takes place by the shiftmg of the 
burden of the tax backward to the sellers of raw materials 
or the resources of production Whether a tax is shifted back- 
ward or not depends, m part, upon the elasticity of supply of 
the resources of production The less elastic the supply, the 
greater will be the possibility of backward shiftmg of a tax 
In other words, as busmess firms offer lower prices for re- 
sources (their means of passmg the tax backward), they will 
be able to obtam very nearly the same amount of resources 
if the supply is melastic Whereas, if the supply of resources 
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of any kind is very elastic, any attempt to beat down the price 
will result m greatly curtailed offerings so that the firms will 
not be able to obtain the desired quantity 
The same type of tax may happen to be shifted foiward m 
one industry and backward in another We have a good 
example of this in the case of the processing taxes In 1933 
a tax was placed on the first domestic processing of both cot- 
ton and hogs in order to defray the expenses of the Agricul- 
tural Adjustment Program The Treasury Department is 
apparently of the opinion that the tax on cotton was shifted 
forward, while the tax on hogs was shifted backward to the 
farmer There are several reasons for this difference The 
value of raw cotton constitutes only a very small fraction of 
the price of finished cotton goods, so that the shifting of the 
tax forward resulted in only a negligible rise in the price of 
the finished products to be borne either by dealers or by the 
consumer On the other hand, the price of live hogs con- 
stitutes an important part of the price of pork products and 
the demand for pork is fairly elastic, so that it apparently 
was not expedient to shift the tax to the consumer The 
short-run supply of hogs is also more inelastic than that 
of cotton Cotton which is unsold stands a chance of ap- 
preciating m value during the season by an amount which 
may cover the carrying charges Hogs, on the other hand, 
must be fed at considerable cost durmg the time they are 
withheld from market and, as the hogs become too heavy, 
their price per pound is much below that of lighter hogs Con- 
sequently, the farmer could be fairly easily forced to stand 
the cost of the processmg tax if he wished to dispose of his 
hogs 

Other conditions bemg equal, a tax upon the use of a smgle 
factor of production is apt to be more readily shifted back- 
ward than any of the other types of taxes Consider, for 
example, the payroll tax for Social Security funds. Tins tax 
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does not penalize the employer upon his output but upon the 
amount and value of labor that he uses Consequently, if 
he can produce the same output •with less labor, he has an 
added mcentive to do so m the reduced payroll tax that he 
will have to pay Processes which use more capital and less 
labor have now become more attractive than they were before 
the tax was imposed As workers become unemployed, or 
aie threatened with unemployment, through this process they 
may be willing to work for lower wages It may eventually 
prove to be the case that the workeis will bear the full burden 
of the payroll tax m the form of lower wages 

Conclusions 

We have made some attempts to analyze the principles 
which govern the shifting of taxation Perhaps we have only 
discovered more forcibly how difficult it is to determine where 
the incidence of a tax finally falls Even this may prove help- 
ful, however, if it tends to make us more cautious in propos- 
ing and enacting new taxes 
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Credit Creation and Banking Mechanism 

T N THE previous discussions of value and price and dis« 
-^tribution we liave practically ignored any independent in- 
fluence of money upon our analysis For us, so far, money 
has been merely a convenient common denominator in which 
to express the prices and costs of goods and services It also 
served as a medium of exchange and a means of making pay- 
ments which avoided the difficulties of barter It was more 
simple for us to do this m order to concentrate our attention 
on the factors m price determination which are peculiar to 
mdividual commodities 

It is now necessary to remove this assumption We may 
define money as anything which is commonly accepted as a 
medium of exchange, measure of value, or standard of deferred 
payments It also sometimes serves as a store of value We 
must recognize, however, that money can be created or de- 
stroyed and that the efficiency of money in makmg payments 
can be increased or decreased The next chapter will deal 
with the results of such changes m the effective quantity of 
money The present chapter deals with the means by which 
the quantity of money may be mcreased or decreased 

The most obvious way m which money may be created is 
for the government to print additional paper money to pay 
for Its current expenses mstead of paying for them by taxa- 
tion or by borrowing Nearly always in the past this process, 
once begun, has led to the prmting of excessive amounts of 
paper money with disastrous results This is the definition of 

J48 
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“inflation” which registers in the mind of the man m the 
street Most governments, consequently, are very timid about 
using this particular way to mciease the quantity of money 
If they do use it, they try to cover up their tracks by exchange 
control and other means such as are m use in Hitlerian Gei- 
many, so that the people will not realize the extent to which 
the curiency has been depreciated 

Another way in which money used to be created far more 
commonly than it is now is by the unrestricted issue of bank 
notes by private banks A bank note is a piece of paper bear- 
ing the words The Ban\ promises to pay the Beater 

|5 in lawful money on demand These notes have generally 
been printed to resemble the paper money of the national gov- 
ernment as closely as possible In the early part of our history, 
often called the period of wildcat bankmg, these notes were 
issued by many banks m amounts far beyond their power to 
redeem them When too many of the notes were presented 
for collection to a bank at one time, the bank simply closed 
Its doors and suspended payments, more often than not gomg 
bankrupt. In those days of slow communication, the worth- 
less notes of a closed bank often contmued to circulate long 
after the bank had failed As a result of these and other 
abuses, the privilege of note issue by mdividual banks has been 
abolished m most countries Note issue is usually confined 
to the Government Bank, if there is one, or to a bank which 
IS semi-governmental and acting under close government super- 
vision, 

Certam forms of government borrowmg also create money, 
but we will leave this complicated subject for later considera- 

tion 

The most important source of money in the United States 
IS the money created by the lendmg operations of commer- 
cial banks. In order to understand this better, we will review 
briefly some of the features of the bankmg mechanism 

At the very outset we must elimmate many popular and 
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erroneous notions concerning banking It is often said 
that “a bank is an oiganization which lends money ” This is 
a veiy dangerous half-truth, particulaily when coupled with 
the other popular notion that the government is the only oigan- 
ization that issues money It is true that some few loans are 
made m the form of government money, but the bulk of busi- 
ness of the modem commercial bank is in loaning not govern- 
ment money but ban\ money This bank money may be in 
the form of the bank’s own notes but is usually m the form of 
a deposit credit subject to check Both of these aie the prom- 
ises of the bank to pay government money on demand So 
long as people have confidence in the ability of the bank to 
keep Its promise, checks will be accepted instead of government 
money as a means of makmg payments Thus, the bank’s 
ability to lend is confined not to the stock of government money 
which It has on hand, but rather to its ability to create claims 
against itself in the form of deposit accounts without having 
too many of these claims presented for redemption in govern- 
ment money at any one time ^ 

Another popular delusion that we must guard agamst is the 
idea that a bank deposit is “money that is put in a bank ” 
This IS not true A bank deposit is a claim against a ban\, 
that IS, the right to demand money fiom the bank either im- 
mediately (as in the case of a checkmg account) or after a 
notice of a specified number of days (in the case of a savings 
account) It is true that you may have this claim because you 
have made a cash deposit m the past But when you make a 
cash deposit, the money is no longer yours, it now belongs to 
the bank What you have really done is to have bought a 
claim against the bank to pay you a similar sum (payable on 
demand m the case of a “checking account,” or after a specified 


^ What we have called “bank money” is called “money substitutes” by some authors 
By whatever name they arc called, however, bank notes and bank deposits constitute 
an addition to the effective quantity of money Arthur O Gayer and W W Rostow 
use the more apt term “check book money” (Public Affairs Pamphlets No 45, Bow 
Money Wor^s^ p 2) 
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notice period m the case of a “savings” or “time” deposit) 
Legally, the banker could take the money you have paid in, 
change it for silver dollars, and throw them across the Potomac, 
as long as he was prepared to pay you a similar sum when re- 
quested No spectfic cash in the bank is represented by your 
deposit All that you have is a general claim against the assets 
of the bank 

In business transactions such deposit claims arise far more 
often in exchange not for actual money deposited but for the 
businessman’s promise to pay In other words, the bank makes 
a loan to the busmessman, but mstead of lending him cash, it 
grants him the loan in the form of a deposit credit Instead 
of giving him cash, it gives him the right to draw checks on a 
deposit account which it creates ^ for him We can understand 
this better if we examine the organization of a bank and trace 
the effects of various transactions on the bank’s balance sheet 

The Ban\ Balance Sheet 

The bank’s balance sheet is a statement of its assets and lia- 
bilities An asset is either wealth owned by the bank or a legal 
claim which the bank has against someone else A liabthty 
IS a clhun which someone else has against the bank 

Let us assume that the bank is started by the sale of |100,- 
00000 worth of its own stock The balance sheet will then 
appear as follows 

FIDELITY BANK 
Balance Sheet 

Assets Liahtlities 

Cash on Hand $100,000 00 Capital Stock $100,000 00 

Capital stock is here listed as a liability This is because the 
sum IS owed by the bank ^ to its stockholders As we progress 

2 The power to create deposit credit is, however, not entirely a discretionary power 
of each individual bank It arises from the workings of a banking system 

3 An incorporated bank is legally an entity separate and distinct from its stockholders 
Hence it has financial responsibilities to its owners as well as to its creditors 
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in our analysis, we will find the items “Surplus” and “Undi- 
vided Profits” in a similar categoiy These items are some- 
times called collectively the “Owner’s Equity” in the bank 
The bank is considered to own nothing for itself Evciy thing 
that a bank has is owed eithei to its cieditois oi to its stock- 
holders 

Our bank must now acquire a place in which to do business, 
as well as a safe and other banking office equipment Let us 
suppose these cost $25,00000 The balance sheet now reads: 

FIDELITY BANK 
Bal'Inci: Sheei 

Assets Liabihues 

Cash on Hand $ 75,000 00 Capital Stock $100,000 00 

Building and Equip- 
ment 25,000 00 

Total $100,000 00 Total $100,000 00 

Assume now that our bank does its first item of business 
It loans $5,000 00 for two months at an annual rate of 6 per 
cent to the Brown Clothing Company, which wishes to buy 
a stock of goods The Brown Clothing Company gives the 
bank its promissory note, payable two months from nqw, for 
$5,000 00 The bank discount (interest charged in advance) 
on $5,000 00 for two months at a 6 per cent annual rate is 
$50 00, so the bank deducts this and gives the clothing com- 
pany a deposit on its books of $4,950 00 and the balance sheet 
now reads 

FIDELITY BANK 
Balance Sheet 

Assets hiabthttes 

Cash on Hand $ 75,000 00 Capital Stock 

Building and Equip- Deposits 

ment 25,000 00 Undivided Profits 

Loans and Discounts 5,000 00 


$100,000 00 
4,950 00 
50 00 


Total 


$105,000 00 


Total 


$105,000 00 
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The bank s cash has been neither increased nor diminished 
by tins transaction What has happened is that a aeated de- 
posit has been given in exchange for Brown Clothing Com- 
pany s promissory note If the Brown Company buys its stock 
fiom a manufacturer who is not a customer of tins bank and 
gives a check in payment and the check is then presented to 
the bank to be cashed, the bank would immediately lose cash 
In that case, if the check were for |3,00000, then |3,00000 
would be deducted from the item “Deposits” and |3,00000 
from the item Cash on Hand ” But if the clothing manu- 
facturer also happened to be a customer of this bank and if, 
when he received die check, he deposited it to Ins own ac- 
count, no Item in the balance sheet would be affected The 
|3,000 00 would merely be deducted from Brown’s deposit ac- 
count and credited as a deposit to the clothing manufacturer 
Total deposits would remain the same, the bank merely owing 
|3,000 00 to the clothing manufacturer and the remaming f 1,- 
950 00 to the Blown Clothing Company “Cash on Hand” 
would not be affected at all 

As a result of the transaction, we also notice another new 
Item, “Undivided Profits $5000” appears on the balance sheet, 
being the amount of discount on Brown Company’s note This 
represents the difference between the $5,000 00 that the Brown 
Company has agreed to repay to the bank and the $4,950 00 
deposit against which the Brown Company is allowed to draw 
checks Properly speaking, this $50 00 will not be a profit until 
two months have elapsed and the note falls due, since, if the 
bank needed cash and tried to sell Brown Company’s note to 
someone else, it could not obtam the full $5,000 00 for it An- 
other bank to whom the note might be sold would itself deduct 
a discount for the time remaining until the note fell due (In 
banking terms, this process of selling a discounted note is called 
rediscounting ) We have said that die discount will not become 
a profit until the bank earns it by holding the note until its due 
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date Soine banks indicate diis by cntciing as “Undivided 
Profits” only such discounts as have actually been earned in the 
past They then make a separate liability item called “Un- 
earned Discount” to account for the difierence between the 
asset value assigned to the note and the deposit liability cieated 
in exchange for the note As the discount becomes “earned” 
(by holding the note to maturity), the amount is deducted fiom 
“Unearned Discount” and added to “Undivided Profits ” But 
since this involves a considerable amount of calculation, the 
more usual bank practice is to draw up the balance sheet in the 
form which we have used above, paying no heed to the fact 
that some part of the undivided profits may be “unearned” at 
the time the statement is drawn up 
Without going tlrrough all of the steps in detail, let us now 
assume that our bank has grown and is doing a faiily large 
volume of business The bank statement might then appear as 
follows 


FIDELITY BANK 
Balance Sheet 


Assets 

Cash on Hand $ 50,000 00 

Building and Equip- 
ment 25,000 00 

Loans and Discounts 250,000 00 

Real Estate Mortgages 150,000 00 

Bonds 150,000 00 

Due from Banks 50,000 00 


Ltabihttes 

Capital Stock $100,000 00 

Surplus 50,000 00 

Deposits 500,000 00 

Undivided Profits 25,000 00 


Total 


$675,000 00 Total $675,000 00 


We now find several new items m the statement which need 
explanation ''Real Estate Mortgages” shows the amount 
which IS due to the bank from loans it has made on real estate 
“Bonds” shows the present market value of securities of various 
industrial corporations, which the bank has purchased “Due 
from Banks” includes the sums which our bank may have on 
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deposit widi other banks (perhaps to take advantage of the 
clcarmghouse facilities of another bank in another city), and 
also the amount of checks drawn on other banks which have 
been received by our bank and which are in the process of col- 
lection 

The new item which we find on the liability side is “Surplus ” 
This surplus was previously undivided profits At regular in- 
tervals the bank’s directors meet and decide what to do with 
the undivided profits Some are paid out as dividends and 
the remamder may be kept m the bank as a surplus to allow 
the bank to keep its investments mtact “Undivided Profits” 
IS not a cash item but a mere bookkeeping difference between 
the total of assets and the total of all other liabilities If the 
bank’s present amount of cash is sufficient only to meet its re- 
serve requirements, it would have to sell some of its other 
assets in order to pay a cash dividend 

The Reserve Ratio 

We may calculate the reserve latio of the bank from the 
above balance sheet The reserve ratio is the ratio of cash on 
hand to deposits expressed as a percentage In this case |50,- 
000 00 cash on hand is 10 per cent of the $500,000 00 deposits, 
so we say that the bank’s reserve ratio as shown by this state- 
ment IS 10 per cent Whether a mmimum reserve ratio is 
prescribed by law or whether this is left up to tlie bank’s own 
ffiscretion (as is done in some countries), any bank which de- 
sires to avoid the embarrassment of havmg to suspend pay- 
ments will keep a careful eye on its reserve ratio to try to pre- 
vent It from going below the necessary mmimum There is 
no bank in such a position that it does not have to meet some 
requirements of its customers for at least a small amount of 
cash every day Some people need cash for makmg payments 
to those who do not care to accept checks Cash is used for 
making change m the retail stores Some firms pay their em- 
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ployees la cash A working rcscivc must be large enough to 
meet the peak demand for cash which is likely to occur on 
any one day 

We may note the effects of certain types of transactions on 
the reserve ratio If, with the above statement showing the 
bank’s position, the bank were to make an additional loan to 
someone of $25,000 00 in the form of a deposit credit, it would 
reduce this latio to only a little over 952 per cent On the 
other hand, if the bank made a loan of the same amount in 
cash. It would reduce the reserve ratio to 5 per cent Or, 
if any depositor should ask to have a check cashed for $25,- 
00000, this withdrawal of cash would reduce the ratio to 5 
per cent Two such withdrawals would exhaust the bank’s 
cash completely and force it to refuse payment to the next per- 
son who came to die window 

Adjustment of Ban\ Reserves 

To avoid such eventualities as this, the bank tries to adjust 
Its business so that the amount of cash flowmg into the bank 
will equal the amount going out One way of attemptmg to 
do this IS to set a maximum limit on the amount of the de- 
posit which any one individual or firm may carry at the bank 
If the bank has a large number of small or medium sized de- 
posits, the amount of cash flowing m from some depositors is 
likely to be roughly equal to the amount of cash withdrawals 
by others, and it will not be faced with the danger of large 
withdrawals by any individual customer Furthermore, most 
banks know from experience on what days, or at what seasons 
of the year, the demands on their cash will be the heaviest A 
bank must be prepared to meet these periods by attempting 
to conserve cash m a number of different ways The most 
common way for the banks to provide cash for these periodic 
needs, however, is to have on hand a fairly large amount of 
first-grade securities for which it is anticipated that there will 
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always be a leady market Tbe bank may then sell these bonds 
or use them as security on which to borrow the needed cash 
These bonds are therefore sometimes called the bank’s “second- 
ary reserve ” 

It should not be forgotten, however, that these bonds serve 
the purpose of a “secondary reserve” only when merely part of 
the banks m a country desire to sell securities and to obtain 
cash Under these circumstances, banks needing cash may sell 
securities without occasionmg much, if any, decline in security 
prices But should all the banks of the country try to obtain 
cash in this same way (as they did in the panic of 1929-33), 
then the decline in the price of securities (due to the fact that 
all banks are selling and none buying) will mean that none of 
the banks will be able to obtain the value in cash at which these 
securities were listed m the balance sheet before the declme took 
place (In the panic of 1929-33, the value of securities held by 
some banks declined to one quarter of their former value be- 
cause of the fall m stock market prices ) In other words, this 
“secondary reserve” fails to act as a true reserve if all of the 
banks m the country attempt to convert securities mto cash at 

the same time 

% 

Solvency and Liquidity 

Attention should be given here to the difference between 
the terms solvency and liquidity A bank is solvent if the 
amount of its assets exceeds the amount of its liabilities to all 
claimants other than its shareholders But a bank is liquid 
only to the extent that it can turn its assets into cash to meet 
the demands of depositors and other creditors as rapidly as 
they are presented Many a bank which is solvent is not 
liquid Its assets may exceed its liabilities to creditors, but the 
assets may not be in such a form that they are readily con- 
vertible mto cash When a bank’s assets are largely in the 
form of real estate naortgages or in the foarm of clairns, which 
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are not readily salable or which cannot be sold immediately 
without serious losses, the bank is said to possess frozen assets 
Every bank operates upon the theory that not all of its de- 
positors will withdraw their deposits in cash at the same time, 
although technically and legally all depositors have the light to 
do so Most of the time this piesumption is justified As long 
as each depositor is satisfied that the bank is able to meet his 
claims on demand, he will make no attempt to withdraw his 
deposit except m such amounts and at such times as it is needed 
for ordinary business purposes But once a doubt creeps into 
the minds of the depositors about the bank’s ability to pay, then 
they begin to test that ability by all attempting at once to de- 
mand their deposits in cash ‘This collective action results 
in a “run” on the bank There is no bank in the country that 
IS liquid enough to meet such a run unaided One of the rea- 
sons for which the Federal Reserve System was founded was 
to provide a “banker’s bank” at which tlie member banks could 
borrow cash in emeigencies Thus the Fedeial Reserve bank 
may turn a solvent member bank into a liquid bank either by 
buymg assets from the member bank or by making loans upon 
die security of the member bank’s assets, in case of a run 
The Federal Reserve banks aie themselves liquid enough so 
that they can turn any single solvent bank into a liquid bank, 
or even a large number of such banks may be made liquid 
at the same time But even the Federal Reserve banks may not 
be strong enough to withstand a concerted run on all of their 
member banks at the same time Furthermore, not all of the 
banks of the country are members of the Federal Reserve Sys- 
tem, so that they cannot all take advantage of the System’s 
facilities It was the threat of a general run on all the banks 
of the country that occasioned the declaration of the “bank 
holiday” by President Roosevelt in March 1933 We shall have 
more to say about the Federal Reserve System later 
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The Clearinghouse System 

We must now turn our attention to one of the most im- 
portant ways in which the banks conserve cash, by use of the 
clearinghouse system The bank clearing system operates on 
the principle of mutual cancellation of debts We can under- 
stand It best if we start out with a situation between two banks 
in the same town where no clearinghouse exists These two 
banks will each, m the couise of the day’s business, receive 
checks drawn on the other bank Of course each of these 
checks might be presented for redemption to the bank on which 
It was drawn This method would be awkward and cumber- 
some, and would involve a continual running back and forth 
with checks and cash between the two banks This is avoided 
in practice by saving the checks until the end of the business 
day, at which time each bank presents the checks to the other 
bank and only the difference between the two amounts is paid 
in cash by the bank agamst which the greatest amount of checks 
has been drawn If the two amounts should happen to be 
equal, no cash payment would be necessary by either bank, the 
two debts simply cancelling each other 

The clearinghouse system is merely an elaboration of this 
principle Where there are a number of banks m the same 
town, even the cancellation method outlined above involves 
lost motion and unnecessary movements of cash For in- 
stance, Bank A might have a net balance m its favor due 
from Bank B and at the same time a balance against it is due to 
Bank C It would then be necessary to get the cash from Bank 
B and hand it over to Bank C But Bank C might then owe a 
balance to Bank B, so that the cash would travel back to Bank B 
from which it originated Such a movement of cash would be 
avoided under the clearinghouse system 

The clearmghouse assumes the position of creditor to all 
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debtor banks and debtoi to all creditor banks Among clear- 
inghouse members, a particulai bank collects the cheeks which 
It has lor collection not from the othei banks but fiom the 
clearinghouse The bank also owes the clearinghouse, lather 
than the other banks, for the checks which have been drawn 
against it If a bank has more checks drawn in its favor on 
all other members than against it, it collects the di'fference from 
the clearinghouse On the other hand, if more checks are 
drawn agamst the bank than it holds against the other banks, it 
pays the difference to the clearinghouse Thus, the only occa- 
sion for a bank to pay out cash is when the total checks drawn 
against it and held by all other banks are greater than the total 
amount of the checks it holds against all other banks The 
only occasion for it to receive cash from clearings is when these 
totals are reversed In each case, only the di'fference beteveen 
the totals is paid or received The economy in the use of cash 
IS obvious 

A bank which is not a member of a clearinghouse (usually 
an out-of-town bank) can make use of clearmghouse facilities 
by maintaining a deposit account with one of the members 
The member bank is usually called the “correspondent” bank 
of the out-of-town bank The member bank collects checks 
drawn on the other membeis for the out-of-town bank by pre- 
senting them to the clearinghouse, and it agrees to accept 
checks drawn on the out-of-town bank and held by otlier clear- 
inghouse members 

The existence of a clearmghouse system results in a 
smaller proportion of a bank’s cash bemg paid out with a 
given volume of deposit credit than would be the case were 
there no clearmghouse All that the bank will have to pay 
out will be the net difference between the checks drawn m 
its favor and the checks drawn agamst it If the other banks 
are expanding deposits at exactly the same rate, this difference 
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will be close to zero, and little or no cash will be lost Some 
of the effects of this extension of credit on our economic sys- 
tem will be discussed in the following chapter 

The Federal Reserve System 

In 1914, after a long history of bank failures and financial 
panics, the Federal Reserve System was established in the hope 
that It would remedy these conditions We all know that the 
Fedeial Reserve banks did not prevent the inflation of the 
1920’s nor the subsequent panic deflation of 1929-33 To what 
extent this was due to lack of powers on the part of the Fed- 
eral Reserve banks and to what extent it was due to failure to 
exercise the powers they did have is still a debatable question ^ 

Membership 

There are twelve Federal Reserve banks, each located m what 
was considered the leading financial center of a Federal Re- 
serve District at the time the system was established (There 
are four mam acts under which the Federal Reserve System 
operates the Federal Reserve Act of 1913, the Emergency Bank- 
ing Act, the Banking Act of 1933, and the Bankmg Act of 1935 
Our discussion will have reference to the provisions of the latest 
of these acts which is m effect at present ) 

The Federal Reserve banks have often been called “bankers’ 
banks ” The member banks own the Federal Reserve bank 
of their district All member banks are required to buy stock 
in the Federal Reserve bank of their district m the amount of 
6 per cent of the member bank’s paid-up capital and surplus, 
except mutual savmgs banks, which must buy stock in the 
amount of 1 per cent their total liabilities The dividends on 

* Those who are interested m this and other earlier questions of the Federal Re- 
serve System will find them well discussed in Harris, Seymour, Tttienry years of 
l^^deral Reserve Policy, Harvard University Press, Cambridge, 1933 
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this stock are limited to 6 per cent, as the banks were not in- 
tended to operate for profit but lathei to serve as a suppoit foi 
the banking system All national banks weie requiied to be- 
come member banks or lose their chaitcrs, and other banks 
were encouraged to become members provided they met cer- 
tain minimum requirements Anotlier moie important reason 
for the name “bankers’ banks” is that the Federal Reserve banks 
make loans to member banks in much the same way that mem- 
ber banks and other commeicial banks make loans to private 
individuals and firms, that is, in the form of “created deposits,” 
or less often in Federal Reserve notes, Federal Reserve bank 
notes, or United States Government currency 

Resei ves of the System 

The member banks do not keep their reserves in their own 
vaults The only item which is counted as legal resei ve is 
the deposit of each member bank with the Federal Reserve 
bank of the district Member banks in New York and Chi- 
cago (called central reserve cities) must mamtam such’ a Fed- 
eral Reserve bank deposit in the amount of 13 per cent of their 
own demand deposits In other large cities (called reserve 
cities) the requirement is 10 per cent In smaller cities and 
rural towns the requirement is 7 per cent In addition, the 
banks may maintain a non-legal reserve, often called “till- 
money,” of perhaps 5 per cent On time deposits all classes of 
banks must maintain a 3 per cent reserve 
As a reserve agamst the deposits of member banks, a Federal 
Reserve bank must maintain 35 per cent in gold certificates or 
lawful money This is a good point at which to note the possi- 
bility of “pyramiding” a large quantity of “check-book money” 
upon a small reserve ratio On the reserves of the central re- 
serve city banks, 35 per cent of 13 per cent is only 4 55 per cent 
For the reserve city banks, 35 per cent of 10 per cent is 3 5 per 
cent For the small town banks, 35 per cent of 7 per cent is 
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only 245 per cent Thus the mtnimum legal leseiaes against 
checking deposits of the member banks are really 4 55, 3 5, and 
2 45 per cent, or a weighted average of about 4 per cent 
Against the time deposits the ratio is 35 per cent of 3 per cent, 
or 1 05 per cent This legal minimum, however, is not the 
actual minimum The Board of Governors of the system may 
allow any Federal Reserve bank to drop its reserve ratio below 
the legal 35 per cent subject to a progressive penalty tax 

On the other hand, the Board of Governors is empowered 
to double the reserve requirements of the member banks The 
Board actually did double the reserve requirements m May 
1937 Many people said that this action saved us from a run- 
away price mflation and speculation m commodities Many 
others said that it forced an untimely business recession Per- 
haps we can find some basis for an attempted solution of the 
question in the next chapter 

Control of the System 

Although we have said that the twelve Federal Reserve banks 
are owned by the member banks of their districts, effective 
control of the system is m the hands of an independent govern- 
mental agency, the Board of Governors of the Federal Reserve 
System The Board is composed of seven members appointed 
by the President of the United States No members are from 
the Treasury The members serve terms of 14 years The 
President may discharge the chairman of the Board but he 
cannot discharge any other members 

The twelve individual Federal Reserve banks are governed 
by a Board of directors selected m the followmg manner, three 
class A directors are bankers, three class B directors represent 
commerce, agriculture, and mdustry, three class C directors . 
represent the public The six class A and B directors are elected 
by the member banks of the district The three class C direc- 
tors are affointed by the Board of Governors of the Federal 
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Reserve System The board o£ directors elects a president sub- 
pet to the approval of the Boaid of Goveinois It may thus 
be seen that the Board of Governors is in a position to exert 
considerable pressure within the Fedeial Rescive banks them- 
selves m addition to the powers specifically granted by law to 
the Board of Governors 

A list of the mam specific powers of the Board of Governors 
follows 

1 It may suspend the minimum legal reserve requirements 
for both Federal Reserve notes and deposits 

2 It may double the original reserve requirements of mem- 
ber banks 

3 If the pressure for loans is uneven as among the Federal 
Reserve banks in different districts, the Board may permit or 
require some of the district banks to rediscount commercial 
paper for the banks which need more lending power 

4 It may examme the administrative action of any officer 
or director of a member bank, and after a hearing may dis- 
charge such officer for “violation of the law or unsound prac- 
tices ” 

5 It exercises supervision over the rediscount rates charged 
by the twelve Federal Reserve banks 

6 Through the Federal Open Market Committee (7 mem- 
bers from the Board of Governors, 5 representatives of Federal 
Reserve banks), the Board of Governors decides whether to buy 
or sell government bonds on the open market 

We have discussed the organization and powers of the Fed- 
eral Reserve System enough to see that the Board of Governors 
of the Federal Reserve System have practically unlimited power 
to create, or help create, check-book money (provided people 
want to borrow from member banks), and have fairly strong 
powers to decrease the amount of check-book money and cur- 
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rcncy in circulation This power is attested in a statement from 
the Board itself® 

‘ Not only do the Reserve Banks not depend for their lendmg 
power on member banks, but they are themselves m a position 
to increase or decrease the lending power of these banks 
When the Reserve Banks buy United States Government 
securities or make advances, they put reserve funds at the dis- 
posal of member banks, and thereby mcrease their lendmg 
power And, contrariwise, when the Reserve Banks sell securi- 
ties or reduce advances, they withdraw funds from member 
banks and thereby reduce their power to extend credit By 
these means the Federal Reserve banks, as creators and extin- 
guishers of reserve funds, are m a position to exert an influence 
on the cost and volume of bank credit This is, in fact, their 
principal function as a monetary authority, and the pohcies 
pursued in performing this function are determined, not on the 
basis of the reserves available to the Reserve Banks, but with 
reference to the economic needs of the country ” 

The writer just quoted let the cat out of the bag when he 
mentioned the “economic needs of the country ” The creation 
of check-book' money is, after all, m the hands of the borrow- 
ers, and particularly of the borrowers for business purposes At 
any rate of mterest below the rate which can be earned on in- 
vested capital, the “needs” of borrowers are msatiable In 1927, 
1928, and 1929 when people erroneously expected profits to in- 
crease, even rates of mterest of 14 per cent or higher did not dis- 
courage them from borrowmg 

On the other hand, at any rate of mterest above the rate of 
prospective earnings, the “needs” of busmess to borrow are 
zero In the depths of the depression, borrowing declined 
although mterest rates declmed to fractions of 1 per cent for 
short-time loans and to about 4 per cent for longer-term loans 


5 Federal Reserve Bulletin, February 1941, p 113 
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There is little doubt that the Fcdcial Reserve System ean 
restiict the creation of check-book money, once it is well into 
the inflationary stage The question is whcthei it ean and will 
apply the brakes quickly enough and gently enough to avoid 
throwing the passengeis out of the car On the other hand, 
there is still no proof that the system can “cushion” a major 
depression and still less that it can act as a “self-starter” to bring 
us out of a depression 
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TN THE preceding cliapter we discussed several ways m which 
money and particularly check-book money may be created 
and destroyed We shall now try to discover how the value of 
money is determined and how it is affected by these changes 
The value of money is always expressed in terms of the goods 
and services it will buy Money has no intrinsic value m and 
of Itself Even commodity moneys such as gold and silver 
coins have no mtrmsic value except for people who actually 
make use of those metals in their work The market value of 
these metals is somewhat higher than it would otherwise be if 
governments and central banks were not holding large stocks 
of these metals in their vaults instead of throwmg them on 
the market Even with this restriction m supply, the face value 
of most coins is much higher than the value of the metal in 
them Our quarter, for example, has so little of actual silver 
in It that It pays counterfeiters to use real silver m their counter- 
feits rather than attempt to substitute a baser metal 
Smce money is exchangeable for all other goods and serv- 
ices, the value of a unit of it should be capable of expression m 
terms of the quantity of goods and services it will buy Econ- 
omists for many years have been making explanations of the 
value of money and of what happens when its quantity changes 
The crude quantity theory was one of the earliest and least ac- 
curate, but we can profit by usmg it as a point of departure* 
The value of a unit of money vanes inversely with the number^ 
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of units of money and directly with the number of units of 
goods and sei vices in existence This theory has several obvious 
defects Not everyone vs^ho holds money wishes to spend it 
at once or even at the same rate from one time to another Not 
everyone who has goods to sell would be able to raise his prices 
simply because there is more money m existence Even more 
important, the statement ignores the fact that, under certain 
circumstances, an increase in money may cause an mcrease in 
the production of goods (loans m the form of created check- 
book money used to buy raw materials or pay labor) It also 
Ignores the fact that increased production and employment may 
cause the creation of more money (larger payrolls mean more 
spending, and retailers of consumers’ goods may borrow check- 
book money to replenish their stocks of goods) 

A somewhat better statement is given m Professor Irving 
Fisher’s formula 

MF -h M F = pr 

where M — the amount of money in circulation 
F = the velocity of circulation of M 
M' = the amount of bank credit in circulation 
F' = the \elocity of circulation of M' 

P = the general price level 
T = volume of trade 

Even this is not such a great step ahead of the old quantity 
theory Taken literally, it is a mere truism the means of pay- 
ment (MV + M'V) equal the total payments that are made 
(PT) It also Ignores the time element that is inherent m the 
equation Present means of payment are actually being used to 
pay for a volume of trade which occurred some time in the past 
and was contracted for at prices which prevailed still further in 
the past It does not tell us either how the cause and effect re- 
lationship runs between the different items in the equation, al- 
though Fisher himself usually seems to feel that the means of 
payment is the most important causal effect* and that P is the' 
prmcipal dependent variable. Whether P or T is affected most 
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by an increase in {MV + M F ) depends upon the elasticity of 
supply of goods in general If the supply is elastic (due to 
unused resources)^ T increases by a greater proportion than P, 
if the supply is inelastic, most of the increase is concentrated in P 

A better statement of the relationship between money and 
prices is the followmg The value of money varies inversely 
(although not necessarily in any constant ratio) with the ratio 
of the e'ffecttve quantity of money to money wor\ to he done 
The initial change may come from either element 

Factors which may increase the effective quantity of money 

1 An increase in bank lending (of check-book money) 

2 An increased issue of government money 

3 An increase in velocity of circulation (the number of times m a given 
period that money passes from hand to hand) 

4 Government borrowing of funds that would otherwise have re- 
mained idle 

5 An increase in the amount of “book credit” extended by business 
firms to other firms or to individuals 

6 Dishoarding 

Factors which may decrease the effective quantity of money 

1 Repayment of bank loans which are not immediately lent again by 
the bank 

2 Decreases instead of increases in Nos 2, 3, 4, and 5 m the list above 

3 Hoarding 

Factors which may increase the money work to be done 

1 Greater production of goods 

2 Increased taxes 

3 Separation of previously integrated firms 

4 Entrance of previously self-sujE&cmg farmers into the money economy 

5 An increasing population 

Factors which may decrease money work to be done 

1 Integration of a group of firms which previously made payments 
in successive stages of the process of production or marketing 

2 An increase in subsistence farming 

3 Decreased taxation 

4 Declining population 

5 Extinction of business firms 
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These lists do not exhaust the number of elements that might 
be mcluded under each category It is not always easy to 
classify an item as belonging under increase m elective quantity 
of money or under a decrease m money work to be done This 
docs not matter, as both tend towards higher prices and lower 
value of money Likewise the distinction between items that 
decrease the effective quantity of money and items tending to 
increase the money work to be done is difficult to draw and is 
not particularly important Both of these kinds of items tend 
towards lower prices and a higher value of money 
This type of analysis is particularly useful in showing us the 
difficulties of any authority which attempts to control the value 
of money The authority must have the answers to these ques- 
tions and many others and in addition must be able to do a 
considerable amount of successful forecasting 
The following section gives an explanation of another theory 
of the way money works In many respects it does not differ 
markedly from the above analysis, and it may be simpler for 
some readers to grasp 


Cash Balances 

We might start by asking ourselves, “What is there about 
money which necessitates an explanation of a change in its 
quantity different from our explanation of the change m quan- 
tity of any other good?” Our answer is that, unlike other 
goods, money is never consumed, nor, with the exception of pure 
metalhc currencies, does the cost of production of money have 
any direct relation to its value All goods, with the exception 
of money, eventually become consumers’ goods When con- 
sumers’ goods are cheap so that people are able to obtam more 
of them for the same amounj; of effort, they are able to consume 
more, and they do so Not so with money When a person 
receives a greater amount of money, there is only one of four 
things he may do with it (1) he may spend it for consumers’ 
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goods, (2) lie may spend it for producers’ goods, (3) he may 
hold It as a cash balance to be used in the future for purpose 
(1) or (2), or to pay ofi his debts as they fall due, (4) he may 
lend It to other people In any event, money is received only 
to be passed on again sooner or later 
Each person and each firm determines for itself what the 
amount of its cash balance will be The amount of cash bal- 
ance which is held will depend upon individual circumstances 
There are several factors that might influence the amount of 
cash balance which a person decides to hold Some of these 
are (1) the knowledge that certain payments will have to 
be made m the near future will cause a person to try to build 
up his cash balance so that he can meet the payment — ^thus 
we regularly find some people holdmg greater cash balances 
at the first of the month than at other times, (2) most people 
regularly try to mamtam at least a certam minimum cash 
balance to meet “unanticipated expenditures”, (3) the posses- 
sion of assets that can readily be turned into cash (such as a 
savings account at the bank or the ownership of government 
bonds) would tend to lower the amount of cash balance which 
an individual needs to mamtam for emergency expenditures, 
(4) if the payments which an mdividual receives are fairly 
well synchronized with the payments which he has to make, 
he will be able to get along on a smaller cash balance than if 
these payments were different in timing Thus, a person on 
a monthly salary who “charges” goods and pays for them once 
a month will have a large cash balance only m the brief in- 
terval between the time he receives his salary and the time 
he pays his bills, (5) it is also obvious from the preceding state- 
ment that a person who can obtain credit may maintain a 
smaller average cash balance than a person with the same 
expenditures who must pay them all in cash Still other con- 
ditions which cause people to maintain a greater or smaller 
cash balance could be listed. 
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Given the individual’s peculiar conditions and circumstances, 
as discussed above, there is one element which will always tend 
to mduce him to keep his cash balance as small as possible 
This IS the fact that his cash balance is always “idle’’ in the 
sense that it is not yielding him an income If he can in any 
way reduce his cash balance without inconveniencing himself, 
he may mvest the difference m some form of loan which will 
yield mterest and thus mcrease his income Or, if his cash 
balance is in excess of the amount which he requires, he may 
spend the excess amount on consumers’ goods In either event 
he will derive greater satisfaction than would be the case if 
he held the excess balance as idle cash 

Effects of an Increase in Quantity of Money 

We must now trace the effects of an increased amount of 
money upon this situation Let us suppose that the govern- 
ment prints an additional amount of paper money to pay for 
Its expenditures instead of collecting taxes for this purpose 
The people who are relieved of paying the taxes now have 
their mcomes increased by the amount of the tax which they 
formerly paid Their other circumstances bemg unchanged, 
these people will not add the extra income to their cash bal- 
ances for any considerable period of time, but will either spend 
It for more consumers’ goods or will spend it for producers’ 
goods by the process of mvestment 

This spending is really an mcrease m demand m terms of 
money for the particular goods or services which these people 
buy with the additional mcome The dealers who are selling 
these goods may not be aware at first diat demand has mcreased 
and may continue for a time merely to sell more goods at 
existmg prices rather than to raise their prices immediately 
When the full effects of the increased demand are felt and 
recogmzed, the price will rise for each good whose demand 
has increased, the amount of the price increase depending 
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upon both the proportion of increase in demand and the elas- 
ticity of supply of each particular good 

The dealers who sell these additional amounts of goods and 
services and who receive the increased supply of money will 
in turn not be eager to mcrease their cash balances over the 
amount they have previously been holding They m turn will 
spend the mcreased receipts for business purposes or will in- 
crease their personal expenditures, or both The goods and 
services which they buy m their turn will show the same 
tendency to rising prices as explained m the previous para- 
graph The money will then pass with similar results into 
another set of hands 

If only this one addition, and no further additions, are made 
to the amount of money, the effect will eventually dissipate 
Itself and further price rises will be stopped This will happen 
because, even though people are receivmg greater money in- 
comes, as the prices of the goods which they buy are rising (or 
have risen before the mcreased flow of money reaches them), 
people will begin to decide that they need a larger cash balance 
to hold for their expenditures (For instance, if I am m the 
habit of dropping mto a movie any time the mood strikes me, 
and the price of movie tickets should rise from 25c to 50c, I 
would now have to carry a half dollar instead of a quarter in 
my pocket for this purpose ) When the additional amount of 
money is all retamed m the cash balances of various people and 
not passed on immediately as it is received, the price rises will 
come to a stop 

During the period of rising prices, some people will gain 
and others will lose Those who receive their increased in- 
comes at the start of the period will gam because the prices 
of the goods they buy will not yet have risen to their full 
extent, hence those people will be able to obtam more goods 
for a time than they formerly did Those whose incomes rise 
last, or do not rise at all, will lose, because, while they receive 
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the same incomes that they formerly did, the rising prices will 
prevent them from buying the same amount of goods with 
their incomes 

We chose as our example an increase m the quantity of paper 
money printed by the government We might equally well 
have represented the increased quantity of money as an increase 
in the amount of bank credit extended m the form of checking 
accounts by the banks In this case the borrowers who ob- 
tamed the checkmg accounts would be the first ones to increase 
their expenditures However, exactly analogous results upon 
puces and cash balances would follow upon an increase in 
“bank money” as would follow an mcrease m government 
paper money 

Inflation 

There are perhaps nearly as many definitions of inflation as 
there are people who use the term A short list of some of 
them may prove inteiestmg Inflation is 

1 Any mcrease in the quantity of money 

2 Any mcrease in general prices 

3 Any mcrease m prices not caused by increased consumer 
preference for the goods or by a deci eased physical supply 

4 Any mcrease m government debt which may affect prices 

5 Any increase in the effective quantity of money 

6 Any mcrease m the effective quantity of money which is 
greater than the mcrease in money work to be done 

7 Any increase m money and prices which does not result 
in mcreased output of goods 

8 Any mcrease m prices which occurs after full employ- 
ment has been attamed 

9 Maintenance of a constant price level when costs are 
falling 

10 Any mcrease in capital mvestment which cannot be con- 
tmued without a contmuous mcrease m the quantity of money 
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11 A Situation m which the public loses faith in the ability 
of money to keep its value and rushes to get rid of money m 
exchange for commodities or securities which promise to be 
a better store of value 

Numbers 7 and 8 are the definitions of Arthur D Gayer and 
W W Rostow Number 7 they would apply to partial “pure 
inflation” and Number 8 they would apply to full “pure in- 
flation ” 

Numbers 7 through 11 may all be regarded as dangerous 
inflation, although the degree of danger implied in the differ- 
ent definitions might be a matter of dispute among different 
authors 


The Dangers of Inflation 

There is no sacredness about any particular price level The 
important point is the relationship between individual prices 
By prices here we mean all prices of goods and services and all 
prices of factors of production Unfortunately not all prices 
are equally flexible Some prices are rigid, some are sticky, 
and some are extremely flexible A period of depression gen- 
erally lasts longer than it otherwise would because of the failure 
of these prices to adjust themselves to each other The first 
effects of a period of recovery brought about by mcreased ac- 
tivity due to currency expansion (or by increased money due 
to boirowmg from the banks by borrowers with increased con- 
fidence) may help to raise some flexible sellmg prices relatively 
to some rigid or sticky costs and so increase output and em- 
ployment 

As the rise in general prices continues, however, these tend- 
encies towards equilibrium do not continue Flexible cost 
elements begin to overtake fixed selling prices Monopoly con- 
trols, whether by industry or labor, accept higher prices or 
wages without much increase in output or employment Those 
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With fixed incomes are forced to curtail the volume of their 
buying This curtailment is not necessarily confined to those 
industries which are no longer increasing output and employ- 
ment, It may also result m smaller purchases from those in- 
dustries which are capable of further expansion Thus we 
may have, and have had m the past, conditions of partial pure 
inflation even before full employment is reached Speculative 
purchases of agricultural products, of minerals, of land, and of 
securities will have been made at prices far beyond any prices 
except those which it is hoped will be paid by otheis even moie 
foolish Eventually the bubble bursts Banks become doubt- 
ful, and either they do not mcrease oi they actually decrease 
their loans Individuals and firms who have made profits and 
are more farsighted than the rest start to repay bank loans and 
reduce their check-book money We are then started on the 
vicious spiral of deflation Those who have lived through the 
period from 1929 to 1933 do not need to have the picture pamted 
for them 

If full employment happens to be attamed, then any further 
expansion of money merely results in competitive bidding up 
of the prices of goods and services without any added produc- 
tion It may be questioned, however, whether full employment 
attamed by expanding bank credit can be maintained if mone- 
tary expansion is halted at the full employment level This 
does not seem probable if maladjustments have arisen during 
the expansion phase 

Perhaps the remedy lies m ironing out specific maladjust- 
ments at any given price level rather than to hope that they will 
all come out m the wash of expandmg prices 



CHAPTER XXJCI 

Government Borrowing and Creation 
of National Income" 

TN CHAPTER XXVII a budget deficit was defined as an ex- 
cess of government expenditures over mcome and it was 
pointed out that such a deficit would be financed by govern- 
ment borrowing It was also noted that such a deficit might 
be either unanticipated or due to deliberate fiscal policy If 
the Treasury officials are astute, however, unexpected deficits 
will be small as compared with the total budget and negligible 
as compared with the total national mcome Moreover, to the 
extent that budget deficits are unexpected, they are also un- 
avoidable We will therefore devote most of our attention to 
government borrowmg as a deliberate fiscal policy 

Funded and Unfunded Debt 

The unfunded debt of a government consists of its accounts 
payable, borrowmgs from banks, and borrowings on short- 
term notes The government may borrow for short periods 
either (1) because income receipts do not coincide exactly 
m time with the dates for making payments (this may be 
the case even when the budget balances for the entire year) , 
or (2) because the market for government bonds appears to 
be unfavorable at the moment and is expected to be better in 

am indebted to Professor Fritz Machlup for suggesting that this chapter be 
written, for its outline, and for most of its theoretical content 
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the near future, or (3) because the interest rates on short-term 
securities are much lower than those on long-term securities 
The funded debt of the government consists of mterest- 
bearmg bonds with a definite maturity date Such bonds 
are always issued for more than one year and generally the 
maturity date is ten or twenty years or more from the date 
of issue Some governments issue bonds without a fixed 
maturity date In this case the bonds are redeemable at the 
option of the government and not at the option of the bond- 
holder A funded debt may arise m one of three ways (1) 
through the fundmg of previously unfunded debt, that is, by 
long-term borrowmg to repay short-term obligations, or 
through borrowmg to repay old funded debt as it falls due, 
called refunding (this process is simply a change in the 
form of debt and need not concern us further unless a new 
unfunded debt is contracted which would then represent a 
net addition to the total debt) , (2) through the decision of the 
government to reduce taxes and to meet some part of its regu- 
lar budgetary expenditures by borrowmg rather than by taxa- 
tion (this method has special economic implications which 
will be considered m the latter part of the chapter), (3) 
through the decision of the government to undertake addi- 
tional expenditures and to pay foi them by borrowing rather 
than by additional taxation It will be observed that cate- 
gories (2) and (3) are general causes for increase in debt, 
which may be either funded or unfunded 
For our present purposes, the form of the public debt is 
not a material question Our immediate concern is with net 
additions to the total public debt which are undertaken for 
the purpose of additional government expenditures Our 
only concern with the length of time of the debt is as follows 
Since debt repayment (that is, repayment out of taxes, not 
simply refundmg) will exert an opposite economic effect to 
government borrowing, we assume, in the discussion which 



BORROWING AND NATIONAL INCOME S79 


follows, that a debt is not repaid until it has had tune to 
exert its full effect upon incomes 

Sources of Government Borrowing 

Government bonds may be sold to mdividuals, to corpora- 
tions and business firms, to financial mstitutions (msurance 
companies and mvestment trusts), to government agencies 
(for social security and other retirement or pension funds), 
to commercial banks, and (indirectly) to the Federal Reserve 
Banks The sale to different buyers has considerably dif- 
ferent economic effects, dependmg upon the source of the 
funds with which the bonds are purchased 

Individuals who buy government bonds may do so out of 
several sources of funds, each of which has somewhat different 
implications for our problem (a) The bonds may be pur- 
chased out of current savings from income which has just 
been received In this case if the government spends the 
money for productive purposes, we might have a mere change 
m the form of mvestment (government mvestment mstead 
of private investment) If the government spends the money 
on consumption (say, to buy food for relief clients), we have 
government consumption mstead of private mvestment or 
spendmg In all of these alternatives there is no mcrease m 
money flow and no new mcome has been created (b) The 
bonds may be purchased out of idle bank deposits This 
will tend to mcrease the money flow (c) The bonds may 
be purchased from hoarded cash This will mcrease money 
flow and ma y also tend to increase cash reserves somewhere 
m the bankmg system Both (b) and (c) will represent a 
net mcrease m total investment or total consumption, depend- 
ing upon the purpose for which the government spends the 
borrowed funds 

Busmess firms may buy government bonds, (a) from cur- 
rent sales receipts instead of replacmg mventories or of mak- 
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mg mamtenance expenditures (dismvestment on the part of 
the firm) The government may then use the funds for 
mvestment or consumption, as we have seen above This is 
merely replacement of private investment by government m- 
vestment and does not mcrease money flow (b) The bonds 
may be purchased from idle bank deposits (This is called 
“dishoardmg” by some authors ) This practice will mcrease 
the money flow m the economy and will create new income 

Government agencies, such as the Social Security Fund, 
obtain their funds from what we may call extra budgetary tax- 
ation (payroll taxes, pension deductions from government 
workers’ salaries) Unless these funds are turned over to 
the Treasury to be spent, the government will actually be 
hoardmg money If this deflationary influence is to be avoided, 
the government’s expenditures must mcrease by the amount of 
the net increase in the Social Security Fund ^ So the Treas- 
ury borrows the money from the Social Security Fund and 
gives government bonds m exchange for it Smee expendi- 
tures are equal to the taxes collected for this purpose, this does 
not mcrease money flow 

Commercial banks (a) may buy bonds as someone hap- 
pens to repay bank loans (this creates no mcrease m the 
money flow), (b) may buy bonds to mcrease their earning 
assets (this is called deposit creation, or credit creation, and 
does mcrease the money flow) From June, 1933, to Decem- 
ber, 1936, member bank holdings of government securities in- 
creased by 8 billions of dollars, most of which represented a 
net mcrease m created bank deposits 

2 Since It was not deemed advisable to invest in private securities (for one reason 
mere are not enough first- or even second-grade private securities to equal the 40 
billion dollars which the fund might reach if the payroll tax schedule of the original 
law IS retted), the Treasury is ordered to issue special 3 per cent bonds to the 
tund jUthough the 3 per cent interest constitutes an apparent additonal income 
to die Social Security Fund, it is at the same Ume an additional obligatton of the 
Treasury Evenmally new taxes will have to be raised for the government to 
pay the interest, or other government expenditures will have to be reduced (Amend- 
ments are now being considered to change this provision ) 
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Open market purchases of the Federal Reserve banks will 
be made by created Federal Reserve bank deposits and will 
increase money flow To the extent that the bonds are bought 
from member banks, or their customers, this will mean an 
increase in member bank deposits with the Federal Reserve 
banks Smce such deposits constitute the legal reseive of the 
member banks, they may be in a position to mcrease their 
own customers’ created deposits by some multiple of the m- 
crease m their Federal Reserve bank deposit It is illegal 
for the Federal Reserve banks to purchase bonds directly 
from the government, but they can and often do purchase 
bonds m the open market (from member banks and others) 
at the same time that the Treasury is sellmg bonds ® 

Financial institutions other than banks — ^for example, msur- 
ance companies and mvestment trusts — ^who may purchase gov- 
ernment bonds, act mainly as agents for individual savers 
and therefore simply transfer existing funds If we wish to 
mquire further mto the source of these funds, we must go 
back to the individuals (or busmess firms) who paid them 
to the financial institution 

We are now prepared to make certain general considera- 
tions Let us first take up those sources of government bor- 
rowing which do not mcrease money flow The question 
to be considered is Would the funds have been mvested 
otherwise had the government not borrowed them? If the 
funds would not have been mvested, then the government 
borrowmg and expenditure prevents the funds from becoming 
idle and so prevents a deflation of monetary circulation If 
the funds would have had another outlet, then we may say 
that the government has competed with private industry for 
the funds and private mvestment has been foregone 


3 To the extent that member banks buy government bonds on their own account 
and do not resell them to the Federal Reserve banks, the effects on money flow 
are the same as those outlined for the other commercial banks 
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A brief tabulation may help us to summarize the effects 
upon money flow of these various sources of government bor- 
rowing 


Llndlr 

Sources of borrowed funds 

WHICH represent MONEY 

FLOW THROUGH DIFFERENT 

CHANNELS 

Sources of borrowed funds 

WHICH REPRESENT INCREASED 

MONEY FLOW 

IndiMclual 

Current savings from in 
come just received 

Idle bank deposits 

Idle cash 

Business Firm 

From current sales receipts 
instead of maintenance or 
inventory replacement 

Idle bank deposits 

Government '\gencies 

Payroll taxes and other extra 
budgetary taxation 


Commercial Banks 

Replacing loans just repaid 

Newly created bank deposits 

Federal Reserve Bank 


Newly created deposits 
(which may constitute 
member bank reserves 
against which still more 
deposits may be created 
for member banks cus- 
tomers) 

Financial Institution 

Acts as transfer agent Effect on money flow depends on 
source of funds that the institution obtains from m- 
dividuals or firms (See above) 


We have no way of arriving at an arbitrary or definite answer 
to the question of whether the funds would have been in- 
vested had the government not borrowed them Presum- 
ably, if the government had not been competmg for funds, 
the interest rate would have fallen somewhat This lower 
rate might then have attracted a large number of borrowers 
who wished to expand their capital or to undertake new enter- 
prises The mere fact that the government borrows at a low 
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rate of interest does not mean that private firms could have 
obtamed funds at anywhere near the same rate The gov- 
ernment bonds may have been bought by nervous mdividuals 
(or banks or firms) who would otherwise have s im ply held 
cash but who buy the government bonds because they con- 
sider them the most “liquid” form of asset which still yields 
them some return 

On the other hand, it may be argued with some degree of 
plausibility, that mounting government expenditures, by weak- 
ening public confidence, may frighten off as much or more 
investment than is bemg undertaken by the government The 
argument runs in this fashion Potential investors, who see 
government debt mounting, start to worry about when and 
on whom taxes will be levied to pay the mterest and to repay 
the prmcipal They are afraid that if they invest in some 
firm, subsequently imposed taxes will prevent them from 
earnmg a return on their mvestment and perhaps even endan- 
ger the safety of the prmcipal Even if taxes are not im- 
posed directly on busmess firms, their prospects may be im- 
paired by other taxation Thus, new higher mcome taxes 
might impair the market for a firm manufacturmg luxury 
goods, or new sales taxes, by reducing the mcome of the lower- 
paid workers, might seriously alter the demand for a firm 
making low-priced goods 

If there is fear of an immediate mflation, this would result 
m a heavy volume of mvestment as people rush to reduce their 
cash balances and to acquire mstead some asset which might 
give more promise of retammg its value If, mstead, there is 
simply the vague fear of possible mflation at some undeter- 
mmed future date, this would be apt to mduce the desire to 
remain extremely liquid m order to be able to take the best 
advantage of investment opportunities when the time does 
come (The fear may be strong enough to preclude mvest- 
ment m fixed interest-bearmg securities, but not strong enough 
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to induce purchase of equities or commodities. Hence, “When 
m doubt, hold cash ”) 

Durmg a period of business decline, since other investment 
opportunities are rare, the presumption is that government 
spendmg will act to reduce the extent of deflation This is 
accomplished through “facilitatmg the process of disinvest- 
ment” For example, when a WPA worker buys a suit of 
clothes, the storekeeper (if prices are declmmg) either will 
not replace the suit m his stock at all, or will replace it with 
one which costs him less Either of these courses will de- 
crease the storekeeper’s investment m mventory (the former, 
of course, represents the greater decline) To the extent that 
government spendmg facilitates the orderly disposal or reval- 
uation of inventories m this manner, it may prevent the “dump- 
ing of mventories on the market” and the consequent panic 
prices In periods of declme as inventories are sold, the tend- 
ency IS likely to be either to use the proceeds to repay bank 
loans or to hold idle cash balances (both deflationary meas- 
ures) The government, by borrowmg and spendmg an 
equivalent amount of money, may offset this deflationary in- 
fluence 

In a period of recovery, government borrowmg and spend- 
mg, to the extent that it causes higher mterest rates or higher 
costs of production through competition with private busi- 
ness for resources, may simply be displacing what would other- 
wise be a similar volume of private investment If lack of con- 
fidence IS also a factor, the net effect on total mvestment may 
be negative 


The Multiplier Theory 

We now turn our attention to those government expendi- 
tures financed by borrowmg from sources that actually do 
increase the money flow. As the “new money” is passed on 
from one person to another m the course of a year, it may 
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create not only one income but perhaps two or more This 
brings us to a consideration of Mr Keynes’ famous doctrine 
of the “investment multiplier ” ^ First of all, Mr Keynes gives 
us a new term which he calls the “marginal propensity to 
consume,”® which is die ratio of an increment m consump- 
tion to an increment m mcome He assumes that, due to cer- 
tain “psychological propensities,” people wdl not spend all 
their income on consumption goods and that they will spend 
a smaller part of income on consumption goods as their in- 
come rises The proportion of additional income that people 
will spend on consumption goods is used m an attempt to 
measure the amount of mcrease m total national mcome which 
will result from any given mcrease in mvestment (or m gov- 
ernment deficit spending) To keep the presentation simple 
for the non-mathematical reader, I shall try to translate Mr 
Keynes’ equations mto words as far as is possible 


If we call \ the multiplier, 

(Increase in Income) = ^ (Increase in Investment) 

^ IS determined by the maigmal propensity to consume, 
the relationship bemg expressed by the followmg equation 

(Marginal Propensity to Consume) = 1 — 

K 


Or, diis may be written 


1 — (Marginal Propensity to Consume) 

By substitutmg various possible assumed or estimated values 
for the marginal propensity to consume, we atrive at the re- 
lated value for the multiplier Thus, if at a certam ume 


^Keynes, J M, The General Theoty of Employment Interest and Money ^ Chs 8, 
9, 10, Plarcourt, Brace & Co > New York, 1936 I have not hesitated to use non- 
Keynesian language wherever it appeared to simplify the presentation 

® The use of the concept of a *‘margmal propensity to consume” is a ‘ catch-all 
for a large number of assumptions, many of which may raise doubts as to the 
validity of th<? multiplier doctrine or at Ica^t as to its practical applicability 
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people will consume one-laal£ of any additional income they 
receive, the equation becomes 


which IS equal to 2 Substituting this value for ^ m our first 
equation, we find that a given mcrease m total mvestment (or 
of government deficit spending) of $100 would result m an m- 
crease in total income of $200 In a similar way a marginal 
propensity to consume of 3/4 would give a multiplier of 4, a mar- 
ginal propensity to consume of 4/5 gives a multiplier of 5, a 
margmal propensity to consume of 7/8 gives a multiplier of 
8, and so on 

The people who first receive the “new money” as a result 
of mvestment or government spending are called the primary 
income recipients and their income is called primary income 
Those who receive the money later on as it is passed from 
hand to hand are called secondary income recipients and their 
mcome is called secondary income For our purposes, we 
may construct a table based largely on non-Keynesian con- 
cepts which may give a somewhat different mterpretation of 
the multiplier doctrme We assume that the government is 
spendmg “new money” at the rate of $100 in each successive 
income period and that the marginal propensity to consume 
is 4/5, resultmg, accordmg to Keynes’ equation, m a multiplier 
of 5 

The first column of the table mdicates the successive income 
periods The second column is based on the assumption of 
new government spendmg (primary mcome) of $100 per 
mcome period Note that it is not just one expenditure which 
IS then discontinued but that the government is assumed to 
spend $100 of “new money” each mcome period We are 
now begmnmg to part company with Mr Keynes by intro- 
ducing the concept of an mcome period Not only does 
Mr Keynes omit the element of time from the multiplier equa- 
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tions, but he also specifically disavows it m this connection® 

We must first inquire into the nature of and length of time 
of the mcome period The relevant mcome period for our 
purpose IS what Professor Machlup ^ calls “the mcome propa- 
gation period,” which is the length of time necessary for m- 
come received by one person to be transformed mto net mcome 
received by another person This period will be different 
from, and may be considerably longer than, the period in- 
volved m the “transactions velocity of circulation of money,” 
smce many money payment transactions are not net mcome 
transactions An example may help us Suppose that WPA 
workers spend part of their pay (piimary mcome) buying 
suits from a storekeeper who sells them exactly at cost Thus 
no part of the money is net mcome for the storekeeper (this 
IS a non-mcome transaction) Suppose, then, that the store- 
keeper uses the money to buy suits from a wholesaler who 
also sells at cost price (another non-mcome transaction) Now 
suppose that the wholesaler uses the money to buy suits from 
a manufacturer who sells them, out of stocks on hand, at ex- 
actly what they cost him to make (stdl no net mcome) Fi- 
nally, suppose that the manufacturer decides to make moie 
suits and hires workers for this purpose with the money he 
has received from the wholesaler At last, when the clothing 
workers receive their pay envelopes, the money spent by the 
WPA workers becomes net mcome for a second group We 
see that three non-mcome transactions have mtervened between 
“mcome paid out” and “net income received ” 

In our illustration if the storekeeper had sold the suits for 

® Keynes, J M, The Geneial Theory of Employment Interest and Money, p 122, 
Harcourt, Brace & Co , New York, 1935 “I have found, however, m discussion that 
this obvious fact often gives rise to some confusion between the logical theory of the 
multiplier, which holds good continuously, without time lag, at all moments of 
time, and the consequences of an expansion in the capital-goods industries which 
take gradual effect, subject to time-lag and only after an interval ’ (Italics sup- 
plied ) 

^Machlup, Fritz, ‘Penod Analysis and the Multiplier Doctnne,” Quarterly 
Journal of 'Economics, November, 1939 
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something above what they cost (to cover his own wage and 
possibly interest on his own investment), then this part of 
the money received would constitute net income for him at 
the moment he received it The income propagation period 
for this part of the money is thus considerably shorter than 
for the remainder, being merely the mterval between tlie time 
the WPA workeis receive their pay and the time they spend 
It at the clothmg store (That part of the money which repre- 
sents the cost of the suits is still a non-mcome transaction as 
far as the storekeeper is concerned ) In their turn, the whole- 
saler and the manufacturer may also be sellmg so as to make 
a net mcome and this will shorten the income propagation 
period on other parts of the money That part of the money 
which IS paid to the clothmg workers, however, will not be 
net income until it has passed through all previous hands and 
they receive it 

We see that the average mcome propagation period depends 
upon (1) the length of time that the money is held by the 
primary mcome recipients (WPA workers) , (2) the number 
of non-mcome transactions which may intervene before each 
part of the money becomes net mcome, and (3) the length 
of time that part of the money which represents non-mcome 
transactions remains m the cash balance of each person through 
whose hands it passes Professor Machlup “guesses” that 
the average mcome propagation period for the United States 
on all mcome is about three months Although he pomts out 
that the margmal mcome propagation period (the period m- 
volved for a small addition of “new money” to total income) 
may be either shorter or longer than the average mcome propa- 
gation period, he assumes for his argument that it ‘also is 
three months and we shall make the same assumption 

Now let us examine the table agam The workers em- 
ployed by the government m Income Period No 1 spend 
4/5 of their mcome, accordmg to our assumed margmal 
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propensity to consume, and after one full mcome propaga- 
tion period It appears again as $80 income foi the group la- 
beled Income Recipients No 2 These, in their turn, spend 
4/5 of their new mcome, or $64, which is received as income 
by Income Recipients No 3 in the third period and so 
on Meanwhile m Income Period No 2 another flOO has 
been paid out by the government and started on a similar 
course The last column shows the total increase of income 
which IS being received m each mcome period The reader 
may observe that, if we contmued to expand the table for a 
number of periods, the total mcome figure would approach, 
but never quite reach, a full $500 as we contmued m each 
mcome period to add 4/5ths of a smallei and smaller amount 
It would require thirty-three mcome periods (or 81/4 years 
on our assumption of a three-months’ income period) for the 
total to reach |499 06 

This is too far into the future for any gover nm ent to look 
for revenue with which to balance its budget It is idle to 
assume that “all other conditions” will remain unchanged for 
such a length of time, particularly when these conditions will 
very probably be altered by the very fact of government spend- 
ing alone So mstead of looking at the ultimate theoretical 
value of the multiplier, let us find the value for shorter periods 
(still assuming for the time being that the theory itself is 
valid) Total increase m rate of mcome at the end of the 
first year (assuming a three-months’ mcome period) is $29520, 
of which $100 is the government expenditure, giving a multi- 
plier of 2952, or slightly under 3, as compared with an 81/4 
year multiplier of 5 At the end of the second year the mul- 
tiplier IS 4 16 At the end of the third year the multiplier is 
4 65, still about 7 per cent short of the final assumed value 

For short periods the Treasury is more apt to be interested 
in aggregate mcome created rather than the increase m the 
rate of income Total mcome created for the first year is 
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found by adding the first four items in the last column of the 
table, and amounts to $81920, of which $400 is government 
expenditure, giving a multiplier of only 2 05 At the end of 
the second year, total income created for the two-year period 
IS $2,335 54 and total government expenditure is $800, the 
multiplier being 2 92 At the end of the third year, total 
created income is $4,137 33, government expenditure is $1,200, 
and the multiplier is 3 45 

The Leakages 

The reader may have already started to wonder why only 
4/5 of the new mcome is spent and what becomes of the 
amount that is not spent during the period of expanding in- 
come Some of It may be used for debt repayment In this 
case It represents no new income to the recipient but merely 
the return of the principal to the creditor It will not become 
mcome for anyone again unless and until the creditor spends 
or reinvests it Some of the money may be absorbed in idle 
cash balances To the extent that prices rise as a result of 
the new money flow, individuals and business firms will find 
it desirable to carry larger cash balances and will not feel 
free to spend the full amount of the new mcome as they re- 
ceive It 

Note that if at any stage of our table the mcome recipients 
should happen to take their mcome and buy government 
bonds with it, this would cancel out an equivalent amount of 
bank deposit creation To put it simply To the extent that 
these income recipients invest m government bonds, the gov- 
ernment will not be spending “new money” and so will not 
be adding to the money flow nor creatmg new mcome 

Defects of the Multiplier Theory 

If the multiplier theory would actually work without quali- 
fication as Mr Keynes and some of his followers in this 
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country seem to believe, one would hardly venture to argue 
against the policy of “government spending as the road to 
prosperity ” In addition to the qualifications we have already 
mentioned, however, there are certam other serious omis- 
sions m the theory In the first place the whole idea neglects 
the induced fall of private investment due to lack of confi- 
dence created by rismg government deficits We must not 
forget that “secondary income” can be created as readily by 
private spending or investment as by government spending or 
investment Therefore, if government spendmg simply re- 
places private investment of an equivalent amount, it may do 
no harm, but it certamly does not mcrease total national in- 
come In this connection, it was previously stated that the 
multiplier doctrine was applicable only to those cases m which 
government borrowing caused an increase in money flow 
Mr Keynes’ followers either blithely ignore this' point or else 
tacitly assume that all government funds for mcreased spend- 
ing are drawn from sources that will mean an mcrease in 
money flow 

If, however, it happens to be the case that government spend- 
mg “scares off” a greater than equal amount of private in- 
vestment, then the multiplier may work in reverse That 
IS, not only will total national mcome decrease by the differ- 
ence between the amount of government spending and the 
amount of private mvestment which is discouraged, but also 
all of the secondary mcome which would have been created 
by the greater amount of private mvestment will vanish 

The multiplier theory also neglects the element of discour- 
agement to private mvestment which may result from high 
costs of production due to government competition for the 
resources of production Such discouragement of private 
mvestment may, of course, have similar results to that due 
to lack of confidence Costs of productive resources will tend 
to rise more seriously the more government spendmg is con- 
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centrated on particular lines Thus, if all government spend- 
mg were concentrated in the building of concrete roads, the 
prices of cement, crushed stone, gravel, and reinforcing iron 
might rise to such an extent as to make their cost to private 
industry almost prohibitive So long as there are large num- 
bers of unemployed workers, government competition for 
labor in general may not cause wage rates to rise sufficiently 
to prevent workers bemg employed by private mdustry, but 
if the government employs large numbers of workers of par- 
ticular types of skill, then “bottlenecks” may develop, that is, 
private industry may be prevented from hiring large numbers 
of unskilled workers because there is an insufficient number 
of the right type of skilled workers to go with them to make 
up the desiied production organization This condition will 
tend to be the more serious as “prevailing rates of wages” are 
increasingly paid on government contracts 
On the other hand, the doctrme of the multiplier does not 
include the possible induced rise m private mvestment which 
may be caused by increased consumption This is the prin- 
ciple of acceleration of derived demand as enunciated by 
Professor J M Clark® If this principle operates, the effect 
may be much greater than that indicated by the multiplier 
Professor Clark points out, however, that the extent of this 
derived demand will depend very largely upon whether 
busmessmen expect the boom mduced by deficit spendmg to 
be of long or short duration If they do not expect “pump- 
priming” to produce lastmg results, they will simply try to 
make the best possible use of existing capital equipment, and 
such investment as does take place is likely to be in the form 
of mventories rather than m long-term capital expenditures 


8 Note, however. Professor Clark’s very careful qualifications of this doctrme as 
applied to government deficit spending in his paper ‘An Appraisal of the Work- 
ability of Compensatory Devices, ’ Atnencan Economic Review, Vol XXIX supple- 
ment, March 1939, p 195 ff 
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The Employment Multiplier 

So far our discussion refers only to the possibilities of in- 
creased money income and mcreased money expenditures 
which may or may not be occasioned by deficit spending 
However, the arguments of the government spendmg advo- 
cates, who base their case on Mr Keynes’ theories, center 
almost entirely around their claim that “government spend- 
mg is the only way to obtain full employment of resources ” 
The only resource for which full employment is economically 
imperative seems to be that of labor Therefore, let us focus 
our attention on the possibilities of more extensive employ- 
ment of labor resultmg from such mcreased money income 
as may happen to result from greater government spendmg 

Following the terminology of R F Kahn,® the employment 
caused directly by the government expenditure (including 
the employment of those who manufacture the materials the 
government purchases) may be called primary employment 
and the employment resultmg from the spendmg of those who 
receive the government funds may be referred to as secondary 
employment (Note at the start that, unless government 
spendmg actually does cause an increase in total spendmg, 
there will be no mcrease m total employment since, as Mr 
Kahn himself states, there is just as much secondary employ- 
ment to be expected from private investment as from public 
mvestment ) 

The amount of employment resultmg from mcreasing 
money mcome depends primarily on two things (1) wage 
rates, (2) commodity prices ' Jf wage rates rise at the same 
rate that mcome rises, there will be no secondary employ- 
ment and no more goods produced 


® Kahn’s own views as to the probability of increased employment are somewhat 
more sanguine than those expressed here See “The Relation of Home Investment to 
Unemployment, ’ Economic Journal, Vol XLI, p 173 
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If wage rates retnain constant, there will be increased em- 
ployment resulting from the enlaiged income, but techni- 
cal or institutional conditions under which output would be 
expanded will determine the extent to which the enlarged 
income causes increased employment and the extent to which 
the income is merely absorbed by rising prices for the same 
output of goods (Under a system of universal monopoly 
there might simply be augmented monopoly rent and no more 
employment ) Therefore, with constant wage rates the m- 
crease in employment depends finally on the elasticity of 
supply of various commodities that the income lecipients at- 
tempt to purchase Increased employment might be propor- 
tional to the increase m income This, however, is very 
unlikely even m the midst of a depression with the existmg 
unemployed resources When plants are being operated at de- 
pression levels, only the most efficient machmes and the most 
efficient workmen are bemg put to work Raw materials 
may be temporarily selling at less than replacement cost It 
follows that any increase m demand which causes serious 
reductions in inventories will meet with rismg supply prices 
for many lines of goods Owmg to rising supply curves, the 
ratio of non-wage income to wage mcome will increase 

Government Investment to Prevent Secular Stagnation 

Accordmg to Keynes, Hansen,^° and others, wealthy coun- 
tries have a high propensity to save At the same time they 
have a large stock of capital which has a low marginal pro- 
ductivity These authors also claim that rates of interest can- 
not fall sufficiently low to mduce enough mvestment to be 
undertaken to absorb savings because at low rates people 
prefer to carry their funds liquid (Liquidity preference 
curve becomes infinitely elastic ) In previous periods one 

^osee Hansen, A H, “Progress and Declining Population,’ Amcitcan Economic 
Review, Vol XXIX, No 1, March 1939, pp 1-15, 
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could count on new investment opportunities to develop 
through (a) the rate of population growth, (b) openmg 
of new areas within the country and abroad, (c) new mven- 
tions requirmg large amounts of capital The authors claim 
that these avenues of mvestment opportunity are now clos- 
mg so as to cause secular (long-run) stagnation and hence 
they believe that government investment is necessary to off- 
set the failure of private mvestment 

It is hard to argue against any theory based on so many 
conjectures, such as a lack of future inventions Concernmg 
the interest rate and the sensitivity of mvestment to small 
changes m it, let us consider the effect upon the price of bonds 
Suppose that the mterest rate is at 2 per cent and that a bond 
which pays |2 00 per annum sells for |100 00 Now suppose 
that the rate of mterest were to fall to 1 8 per cent A bond 
of long term paying |2 00 would then have a capitalized value 
of fill 11 This would represent a rate of gam m capital 
value of 11 per cent for those who bought the bonds at $100 00, 
m addition to which they would have the $2 00 mterest pay- 
ment, makmg a total gam of 13 per cent durmg the year in 
which the market rate of mterest fell from 2 per cent to 1 8 
per cent The very expectation of such a fall m the rate of 
mterest (if the rate is expected to remain low for some time, 
as IS indicated by the secular stagnation claim) should send 
mtelligent mvestors stampedmg to buy bonds This would 
provide a good market not only for old bond issues but also 
for any new issues which paid anythmg over 1 8 per cent at 
the time of issue 

Concernmg the margmal efficiency of capital, the whole 
return depends on the cost of capital equipment and on vari- 
able costs m relation to selling prices An adjustment m cost- 
price relationships may work miracles m the margmal effi- 

See Professor Haberler’s report on Capital Formation published by the National 
Industrial Conference Board, 1939 
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ciency of capital Wages constitute the principal element m 
most variable costs If we are committed to a policy of un- 
changed (or rismg) money wages, it may be that some form 
of mflation will be necessary to reduce the real wages to the 
point where labor can be fully employed 

In connection with the liquidity preference argument, it 
IS difficult to determine whether secular or cyclical causes 
are more responsible for the present semi-stagnation of the 
mvestment market It may even be that our old friend “lack 
of confidence” is the prime cause for any present desire for 
liquidity 

Professor Hansen has made a very strong case for the in- 
fluence of the rate of population growth upon the demand for 
capital m the last fifty years or more His analysis stands as 
a warning to anyone who attempts to predict the future upon 
the pattern of the past We may, however, raise one ques- 
tion m connection with the population problem Will not 
the changed age groupmg of the population (caused by de- 
creasing birth and death rates) result m a somewhat dimm- 
ished “propensity to save”? We may expect an mcreased 
proportion of those who are “living on their savmgs” and a 
decreased proportion of those who are “savmg for their retire- 
ment ” At best, however, this might be only a partial correc- 
tive and could hardly ofFset any tremendous decrease m the 
demand for capital 

A Possible Cyclical Policy for Government Borrowing 

We have already raised the presumption that government 
borrowing m the recession phase of the busmess cycle is more 
apt to prevent funds becommg idle rather than simply to 
displace private mvestment or to scare it off, as might be the 
result of such government action during the recovery period 
It has also long been proposed by many economists that pub- 
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lie works projects be undertaken as soon as private invest- 
ment starts to fall off Experience has shown that it is difiS- 
cult, if not impossible, to plan public works projects and to 
put them into operation rapidly enough for them to be of 
much effect m cushionmg the declme 
It might be possible, however, for governments to defray 
all expenses by taxation durmg normal or prosperous times 
and then to reduce taxation and replace it by borrowing when 
business conditions start to decline This policy would be 
most helpful if those taxes which were reduced or elimmated 
were those which are part of busmess costs It would then 
be desirable to have a budgetary suiplus in times of prosperity 
to retire the outstandmg debt, the heavier taxation at this 
time working as a contributing factor in preventing excessive 
inflation This program is not suggested as a cure-all, by any 
means, but it does seem to offer a measure for better timmg 
of the inflationary and deflationary effects of government 
financing 


Spending Our Way to Prosperity 

No part of this chapter should be considered as an argu- 
ment against government relief for the unemployed We 
have, however, raised some doubts as to the possible extent of 
secondary employment through government spendmg unless 
there is additional induced private investment Regardless 
of the numerical value of the multiplier, additional secondary 
income will be created on that part only of government deficit 
spendmg which represents a net addition to total money flow 
The amount of secondary employment that may be created 
through secondary mcome might be seriously curtailed by 
(1) rismg wage rates and (2) rismg prices of commodities 
(still assuming no mduced private investment) Meanwhile, 
the government will be meurrmg additional mterest charges 
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both on that part of the deficit which represents creation of 
new income and on that part which represents mere replace- 
ment of private mvestment 

Most advocates of the government spending policy do not 
contemplate repayment of the government debt’"’ They do 
hope that sufficient secondary income will be created out of 
which taxes may be raised to balance the budget Note, how- 
ever, that if the propensity to consume is the sole source of 
secondary income, once the multiplier has approximated its 
final value government expenditures must remain unchanged 
if total income is to be sustained at the new high level If 
the budget is to be balanced, taxes will have to be equal to 
interest payments on the past debt plus the amount of cur- 
rent expenditures It follows, if any attained mcome level is 
to be sustained, that either (1) The additional taxes must be 
drawn from what would otheiwise be idle money, or (2) 
recipients of mterest payments on government bonds must 
have the same propensity to consume this part of their mcome 
as was implied in the origmal multiplier, or (3) recipients 
of government interest payments must immediately mvest 
them m new private mvestment On any huge volume of 
new taxes it seems somewhat overoptimistic to assume that 
condition (1) will be entirely fulfilled To the extent that 
a large proportion of the bonds are held by banks and msur- 
ance companies, we cannot rely on condition (2) This 
leaves us dependent to a consideiable extent on condition (3). 
In other words, private mvestment must be prepared to take 
over whenever the deficit starts to be reduced, or government 
deficits must contmue m an mcreasing spiral merely to main- 
tam any mcome level attained by government spendmg Pro- 


12 It can be proved mathematically that debt repayment must result in a lower 
total income than existed before the spending started if sole reliance is placed 
upon the propensity to consume 
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fessor Hansen seems to be far more aware of this danger than 
Mr Keynes “Public spendmg is the easiest of all recovery 
methods and therein lies its danger If it is carried too far, 
we neglect to attack those specific maladjustments without 
the removal of which we cannot attam a workable cost-price 
structure, and therefore we fail to achieve the otherwise attain- 
able flow of private mvestment ” 

Smee ultimate reliance must be placed in some measure 
upon private mvestment, the opponents of the spending pro- 
gram may be permitted a few pertment questions How is 
such private mvestment to be stimulated m the future ? What 
IS the nature of the stimulants that they cannot be applied in 
the present rather than to mvoke such a huge volume of gov- 
ernment expenditure? If we are to depart from the strict 
Keynesian theory of the multiplier and to rely on private in- 
vestment that may be induced by government spending, then 
It would seem that the government program should be de- 
signed to mduce the greatest amount of capital investment 
rather than to “mcrease consumer purchasing power ” 


American Economic Review, Vol XXIX, No 1, March 1939, p 14 



CHAPTER XXXII 


Interregional Trade 

■pXCEPT for the political issues that have centered around 
the subject, there might perhaps be little justification for 
a separate chapter on mterregional or mternational trade m a 
textbook on elementary economics Economically, the mam 
factors involved are simply an extension and an application of 
the prmciples of specialization and division of labor How- 
ever, smce there is probably no subject withm the field of 
economics about which the general public has been more 
thoroughly misinformed through misguided patriotism and 
self-seekmg propaganda than the question of mternational 
trade and tariff, it will pay us to examine the issues m detail 
Just as we found that the productivity of labor might be 
increased by specialization and division of labor withm an 
industry, so may the general productivity of a country or of 
the world be mcreased by the specialized use of land and labor 
California orchard land would certamly be capable of growmg 
' some wheat, and North Dakota could raise its own oranges 
(m hothouses) But obviously, California can obtam more 
and better wheat by raising oranges, sellmg them, and buymg 
Dakota wheat, while North Dakota can obtam more and 
better oranges by raismg wheat, selling it, and buying Cali- 
fornia oranges Specialization by both of these states results 
m a greater amount of both wheat and oranges for both states 
than would be the case if each tried to grow the other s product 

instead of importmg it If California, however, were still a 

£01 
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part o£ Mexico instead of bemg a part of the United States, we 
should probably find some people msistmg on a tariff on Cali- 
fornia oranges But merely sticking up a flag and drawing a 
national boundary line does not contravene the laws of eco- 
nomics There would be exactly as much advantage in trade 
between California and Dakota if California belonged to 
Mexico as there is at present 

In the above example the economist would say that Dakota 
has an absolute advantage in the raising of wheat and a dis- 
advantage m the raising of oranges, while California has an 
absolute advantage in the raising of oranges and a disadvantage 
in the raising of wheat However, trade between two legions 
will be profitable for both even if one legion has an advantage 
in both products, provided that its advantage m one product 
IS greater than its advantage in the other 

The Law of Comparative Advantage 

A simple illustration may show us the significance of this 
principle Suppose that there is a skilled corporation lawyer 
who IS at the same time a better typist than any stenographer 
that he could hire Would it pay him to type his own briefs 
and legal documents ? Obviously not, for he may be able to 
earn as much as |50 00 or $100 00 an hour devoting his time 
to the preparation of cases and pleading them in court, whereas 
he can hire as many good typists as he needs at salaries of $25 00 
a week While the lawyer has an advantage in both typing 
and m pleadmg cases, he will gain more by devotmg all of his 
time to the occupation m which he has the greater comparative 
advantage, that is, in pleading c-ases He could save himself 
only $25 00 a week by doing the work of one typist, and he 
would be losing the time that he might be spendmg m pleadmg 
cases, which yields him a much greater return 

This principle applies to regions or countries and governs 
the decisions concerning mdustries on which resources shall be 
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expended just as well as it governs the decisions of the lawyer 
who IS considering in what occupation to spend his time A 
numerical example may supply the best illustration of this 
prmciple Let us suppose that country A could produce 30 
bushels of wheat with one unit of labor and capital, and 20 
pounds of dyestuffs with two units of labor and capital, while 
country B with one unit of labor and capital could produce 
only 20 bushels of wheat and with two units of labor and capital 
could produce only ten pounds of dyestuffs Country A then 
has an advantage of two to one over country B in the produc- 
tion of dyestuffs and an advantage of three to two in the pro- 
duction of wheat If each country tried to be self-sufficient in 
respect to these two products, the amount received by each and 
the total product would be as follows 


Wheat {bushels) 

Dyestuffs {pounds) 

Country A, using three units 

of labor and capital 

30 

20 

Country B, using three units 

of labor and capital 

20 

10 

Total product of both 

50 

30 


But if country A should devote its entire three units to the 
production of dyestuffs, and country B should devote its entire 
three units to the production of wheat, the result would be as 
follows: 

Wheat {bushels) Dyestuffs {pounds) 
Country A, using three units 

of labor and capital 30 

Country B, using three units 

of labor and capital 60 

Total product of both 60 30 

On what basis will trade between the two countries now 
take place ? A will not take less than 30 bushels of wheat for 
ten pounds of dyestuffs, since by givmg up the production of 
ten pounds of dyestuffs it could produce 30 bushels of wheat 
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for Itself The mmimum price of dyestuffs m terms of wheat 
IS therefore three bushels for one pound On the other hand, 
B will not give more than 40 bushels of wheat for ten pounds 
of dyestuffs, smce by givmg up the production of 40 bushels of 
wheat It could produce ten pounds of dyestuffs for itself The 
maximum price of dyestuffs m terms of wheat is therefore four 
bushels for one pound The price will be fixed somewhere 
between these two limits Let us suppose that it actually 
happens to be 3 75 bushels of wheat for one pound of dyestuffs 
After trading begms on these terms, the account would then 
stand 

Wheat {bushels) Dyestuffs {pounds) 

Country A 37 5 20 

Country B 22 5 10 

Total 60 0 30 

If we compare this with the account covering the situation 
when both countries were self-sufficient, we find that by spe- 
cialization and trading A has gamed 7% bushels of wheat and 
B has gained 2J4 bushels of wheat Note well that although 
the assumption was that country A had an advantage in the 
production of both products, it has nevertheless gained by spe- 
cializmg m that product m which it has the greater comparative 
advantage and buymg the product m which it has the lesser 
advantage from country B 

htmttauons of Comparative Advantage 

The foregomg illustration, although it brmgs out the prm- 
ciple involved m the law of comparative advantage, is never- 
theless an oversimplification of the problem The advantage 
which any one country enjoys (whether absolute or relative) 
will apply only within certain limits of output There is no 
doubt, for example, that the cost of production of wheat on 
most farms m America at our present output is below the cost 
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of production of wheat on most farms m England, France, 
Germany, Holland, Italy, Spam, and Switzerland But if the 
tariffs on wheat were removed in all these countries, it is doubt- 
ful if we could supply them all with wheat We could cer- 
tainly expand our wheat output quite a bit, and they would 
obtain wheat cheaper than they do now But if we undertook 
to supply the wheat requirements of all these countries, our 
cost of production would rise because of the higher cost of 
working our land more mtensively, the necessity of includmg 
poorer land in wheat cultivation, and the necessity of turnmg 
to wheat cultivation land that has other and more valuable 
uses In other words, wheat is produced under conditions of 
mcreasmg cost This rise m production costs sets limits to the 
extent to which America could capture the wheat market of 
the world, even if unhindered by tariffs As American output 
expanded and our costs rose, various points would be found 
at which It would be profitable for some of the best wheat 
farms m each of the several countries mentioned to start pro- 
ducing in competition with the American farms 

In the production of automobiles for foreign sale, we could 
probably expand much farther than in the case of wheat with- 
out encountering mcreasmg costs Even here, however, it is 
doubtful if all foreign automobile manufacturers would be put 
out of business by the abolition of foreign tariffs on American 
cars Even with automobiles — ^the classic example of the econ- 
omies of mass production — costs of production would begm to 
increase if the mdividual manufacturers expanded their output 
far enough 

It should also be noted that it is improper and maccurate to 
speak of the cost of production for any product m a particular 
country in the way that we sometimes see the expression used 
What IS meant, for example, by the statement, “The German 
cost of production of anilme dyes is lower than the American 
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cost” ? If the apei age cost of production of German dye pro- 
ducers IS lower than the average American cost, this does not 
mean that all American dye firms would be forced out of 
busmess by the repeal of the tariff on dyes Only the least 
efficient and highest-cost American firms might be forced to 
discontinue by tariff repeal The only circumstance under 
which the foreign manufacturers of a product could force all 
American firms out of an mdustry (if tariffs were repealed) 
would be the case in which the foreign firms’ cost of produc- 
tion was below that of all of the American firms and would 
remain below the cost of all of the American firms when the 
foreign films expanded their output to supply the entire 
American marpet as well as their own mar\et It will usually' 
be found that where free trade exists between two countries, 
the effect in most industries is not to force all of the firms out 
of the industry m either country, but rather to confine produc- 
tion to the most efl&cient firms of both countries, thus increas- 
ing the general average efficiency of the industry and making 
the product cheaper for all buyers 

* Another factor that must not be overlooked in this connec- 
tion IS the costs of transportation to the point where the product 
IS to be used In certam products whose cost of transportation 
IS a comparatively large percentage of the total delivered cost, 
It will be found that foreign competitors, even without the 
tarijfi, could make comparatively little inroads upon the Amer- 
ican markets In some products foreign firms may be able to 
compete with the American firms for the business along the 
Atlantic seacoast without being able to meet American compe- 
tition in the markets for the same product further inland 
Thus, for example, when ocean freighters at times charge ex- 
tremely low freight rates on bricks (intending merely to use 
them as ballast rather than to sail light), English brickyards 
are able to compete with those along the Hudson for the 
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business m New York City, but the English producers are 
unable to ship these bricks even as far west as Syracuse, New 
York, and still compete with American brickyards 

The Balance of Tiade of Goods and Sei vices 

We must now turn our attention to the question of the “bah 
ance of trade ” The first important group of writers on this 
treacherous subject were “mercantilists ” They saw great merit 
in foreign trade, and alleged that the greatest advantage was to 
be obtained from what we now call a “favorable” balance of 
trade (that is, an excess of exports over imports) They be- 
lieved that one of the most important kinds of wealth which a 
country might possess was a quantity of gold Since an excess 
in the value of exports over the value of imports would bring 
gold mto a country, they advocated measures which would 
encourage exports and which would restrict or prevent imports 
More particularly, smce they recognized that manufactured 
goods have a greater value than the value of tlie raw materials 
that are embodied in them, they advocated the importation of 
raw materials and generous encouragement of the export of 
manufactured goods 

Adam Smith, the founder of systematic economics, devoted a 
large part of his book The Wealth of Nations to exposing what 
he considered to be the fallacies embodied in the mercantilistic 
doctrine But in spite of him, and m spite of the teachmgs of 
the vast majority of economists from that time to the present, 
many fallacious opinions concerning the balance of trade have 
persisted as a fund of popular misinformation on the subject of 
foreign trade It is unfortunately still necessary to pomt out the 
fallacies involved in adherence to crude balance-of-trade criteria 
of foreign trade Because of the super-vitriolic nationalism 
which IS rampant m the world today, it is even more neces- 
sary to do so now than it might have been twenty years ago 

In the first place, a country’s wealth consists not of gold alone 
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but IS the sum total of all kinds of goods (mcluding gold) 
which It possesses Gold is merely one form of wealth and is 
not even the most important form of wealth For example, 
bread, milk, meat, and a whole list of the necessities and com- 
forts of life might be listed as more important forms of wealth 
than gold To see the full implications of this, let us suppose 
that a crude mercantilist policy were carried to its logical con- 
clusion so that one country managed to get hold of all the gold 
in the world at the cost of selling all of its other goods The 
marginal utility of gold to the citizens of that country would 
have fallen tremendously, while the marginal utility of the 
other goods that they had given up would have risen to infinity 
What could the people do with the gold ? They could not eat 
the gold They could not wear it except for jewelry, and gold 
jewelry would be a pretty poor form of clothmg at sub-zero 
temperatures Their only recourse would be to try to use the 
gold to buy back some of the other goods from other countries 
But the other countries would no longer have gold standard 
moneys (they would have been forced off the gold standard as 
they lost gold) Gold would have “lost its job” as money in 
the other countries The gold-owning country, therefore, 
could not use the gold directly as money m buying back goods 
It would have to sell the gold m the commodity gold markets 
of the other countries for what it would bring, take the pro- 
ceeds in the money of the other countries, and buy its goods 
with the money 

International Gold Movements 

Not only is a contmuous “favorable balance of trade” un- 
desirable between most countries, but it is also impossible No 
country can continue for long to have its exports exceed its 
imports in value and receive the difference m gold unless it 
IS tradmg with a gold-producmg country In the latter case, 
exports could continue to exceed imports m the long run only 
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by the value of the annual gold production of the gold-export- 
ing country If a country is trading with non-gold-producing 
countries, its exports to them could exceed its imports from 
them only until the gold stocks of the other countries are ex- 
hausted However, if both the excess exportmg country and 
the excess importing countries are on an effective gold stand- 
ard, the balance of trade would reverse itself long before the 
gold stock of any country was exhausted This would happen 
because the mflow of gold mto the excess exporting country 
would tend to expand the currency of this country and raise its 
prices, while the withdrawal of the gold from the excess im- 
portmg countries would tend to contract the currency and 
lower prices This would make the country that had received 
the gold a good country m which to sell but a poor country 
from which to buy It would also make the countries that had 
lost the gold good countries from which to buy and poor coun- 
tries in which to sell Imports to the gold-holding country 
would increase, exports from it would decrease, and the gold 
would flow out 

The return flow of gold to other countries might be pre- 
vented for a time by the imposition of still higher tariffs on 
imports by the gold-holding country, by a forced contraction 
of the currency, or by a law which prohibited the export of 
gold However, to the extent that any or all of these measures 
succeeded m reducing the country’s imports of goods, it would 
also succeed in reducing exports by the same amount, thereby 
mcreasing unemployment m the export trades 

Since the ultimate aim of crude mercantilist policy is un- 
attamable, the reader might well raise the question as to why 
we are so worried about such a policy The answer is that 
even in attempting to achieve the ends of a mercantilist policy, 
irreparable damage may be worked upon the economic struc- 
ture of the country which adopts the policy The mfluence 
of tariffs and subsidies will be to induce labor and capital to 
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be applied to industries in whicii their efficiency is less than 
what It would be in foreign countries Such industries will 
collapse upon the withdrawal of the tariff or subsidy, the capi- 
tal in them will be lost and the labor unemployed for some 
time The high prices which are induced by the unnecessarily 
heavy importations of gold cannot be mamtained, when the 
inevitable declme m prices comes, the banking system of the 
country may collapse with it 

After the gold stocks of the excess importing countries are 
either exhausted or reduced to that minimum with which the 
countries will not part, there is one way m which the excess 
exportmg country may contmue for some time to export more 
than It imports by extending loans to the importing countries 
to cover the difference between imports and exports How- 
ever, the mterest and the prmcipal of such loans must be 
repaid in goods, if it is to be repaid at all If the excess export- 
ing country continues to maintain or increase its tariffs to pre- 
vent the overturn of the balance of trade, such loans can never 
be repaid As soon as the moneylenders m the net exporting 
country realize this, new loans will no longer be made, and 
the volume of export busmess which was based on the loans 
will no longer exist If the loans are not repaid, as far as the 
exporting country as a whole is concerned it will not really 
have sold the goods but it will have given them away to the 
other countries 

The reader who is interested in doing so may apply the 
above analysis to the recent economic and financial history of 
the United States While no one would assert that the tariff 
policy of the United States was the sole cause of the recent 
depression, nevertheless the part which the tariffs of the United 
States and other countries have played m both mcreasmg the 
intensity and prolongmg the duration of the world-wide de- 
pression IS one which merits very serious study 
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Foreign Exchange 

I 'HE MAKING of a payment to a person m a foreign 
country or the receiving of a payment from a person m 
a foreign country mvolves two problems the transfer of a 
means of payment from one place to another, and the trans- 
lation or conversion of the means of payment from the money 
of one country mto the money of another country To meet 
these problems m the most convenient and economical way, 
the businessmen and bankers of the world have developed 
an instrument for making payments known as the foreign 
Bill of exchange 


The Bill of Exchange 

To understand the nature and significance of the bill of ex- 
change we will first give a definition of the bill of exchange 
in general which will apply to the bills used m both domestic 
and foreign trade A bill of exchange is an unconditional 
order, drawn by one person against a second person, ordering 
the second person to pay a specified sum of money to the 
first person, or to a third person named in the bill, or to the 
bearer, such payment to be made either on presentation of the 
bill or after a specified period of time named in the bill has 
.■elapsed It will be seen from this definition that a bank check 
IS one form of bill of exchange, payable on demand But 
other forms of bills of exchange — ^the ones we think of most 
commonly when we use the term — are those drawn by busi- 
nessmen against other businessmen 
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An example may show us more fully the nature of the com- 
mercial bill of exchange Let us suppose that the Sparrow 
Shirt Company sells shirts to the value of $1,200 00 to Sam 
Brown, men’s clothier of Keokuk, Iowa The Sparrow Com- 
pany wishes to extend credit to Brown for 30 days, yet it would 
also like to have the money to use in its own busmess It 
may do this by the use of a time bill of exchange Such a bill 
might be drawn as follows 


$1,200 00 Troy, New York. Pec 1, 19 

Thirty days after date Pay to the order of OURSELVES 
One Thousand Two Hundred — no/100 Dollars 

To Sam Brown 

Keokuk, Iowa Spat row Shit Co 


The shirt company may take this bill of exchange and sell it 
to a local bank at a discount representing one month’s mterest 
charges The local bank will send the bill to a bank in Keokuk 
which will present the bill to Sam Brown Thirty days later, 
Sam Brown will pay the Keokuk bank and the bank will repay 
the local bank m the same manner as if a check had been drawn 
by Sam Brown on the Keokuk bank and had been cashed or 
deposited at the Troy bank by the shirt company (that is, 
through the clearmghouse system) 

When the seller of goods does not trust the buyer even to 
make payment upon the receipt of the goods, a sight bill of 
exchange may be used as a way of selling the goods COD 
The only difference in form of the sight bill from the one 
illustrated is that whereas the time bill reads “thirty days after 
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date,” the sight bill would read “at sight pay to the order of ” 
If a sight bill were used in our example above, it would be 
sent to the Keokuk bank together with the railroad’s bill of 
lading for the goods Sam Brown would have to pay the bill 
of exchange at the Keokuk bank before the bank would give 
him the bill of ladmg to get the goods out of the freight station 
In both of these cases, the bank m the buyer’s town acts as a 
collection agent for the bill of exchange If both the bank m 
the seller’s town and the bank m the buyer’s town are parties 
to the Federal Reserve agreement to remit at par, there will be 
no charge between the banks for this collection service, the bill 
of exchange being treated just as another item for collection 
similar to a check If they are not both members, there will 
be a small exchange charge for handling the collection item 
Whatever the banks charge their customers for this service is 
a matter for agreement between the bank and each customer 

Foreign Bills of Exchange 

The most important difference between a foreign bill of ex- 
change and a domestic bill is that the foreign bill is payable 
in the money of the foreign country We might briefly define 
a foreign bill of exchange as an order to pay money, drawn 
against a foreigner, payable in the foreigner’s money, and pay- 
able in his country Aside from the difference in the name of 
the person against whom the bill is drawn, the only difference 
in the form of a foreign bill of exchange from the one we have 
pictured above would be that if the bill were drawn against 
an Englishman, the amount would be stated in pounds mstead 
of dollars, agamst a Frenchman the amount would be stated in 
francs, agamst a German m mar^s, and so on. 

The reader will keep his reasonmg about this subject clear 
if he always thinks of foreign exchange as orders to pay foreign 
money and not as the foreign money itself In the financial 
page of the newspaper such headlines as “Foreign Money,” 
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“English Money,” and so forth are really misstatements for the 
sake of brevity The rates which are quoted below these heads 
are prices, not of foreign money, but of foreign bills of ex- 
change The actual money of a foreign country might be 
bought and sold m this country, m fact, some small amount 
of it IS regularly bought and sold For the purpose of making 
or receivmg foreign payments, however, foreign bills of ex- 
change are far more convenient and less expensive than the 
use of the actual foreign money For mstance, to pay a debt 
to an Englishman by buying English paper money m this 
country and sending the money to him would mean that I 
would have to buy the English money about a week in advance 
of the due date of the debt m order to ship the money by 
steamer Thus, I would lose the mterest on the money for 
that length of time Furthermore, I would have to take out 
an msurance policy to protect me against the loss or theft of 
the money while in transit Similarly, if I wish to travel in 
England, it would be better for me to buy a letter of credit 
(a form of bill of exchange) than to buy English money here 
to take with me If the letter of credit is lost or stolen, I can 
have the bank which sold it to me give me a duplicate letter, 
since it IS payable to me alone But if I have English bank 
notes m my possession and they should be lost, stolen, or 
burned, I simply lose the money 
We are now prepared to examine the mechanism by which 
bills of exchange are used in makmg and receivmg foreign 
payments We can approach the subject best by means of a 
simple example Let us suppose that the American Electric 
Company has sold a dynamo to Robert White, an Englishman, 
for 1,000 English pounds Let us also suppose" that the Atlantic 
Cigar Stores, Incorporated, has bought a shipment of pipes from 
Alfred Dunthorn of London and agreed to pay 1,000 pounds 
for them The American Electric Company has a claim pay- 
able m English money but would rather be paid m American 
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money so that it can spend the money here The Atlantic 
Cigar Stores has the American money with which to pay its 
debt, but Alfred Dunthorn insists on being paid m English 
money How will these two payments take place? 

The American Electric Company may draw a bill of ex- 
change for 1,000 pounds agamst its debtor, Robert White 
The bill of exchange may now be sold to the Atlantic Cigar 
Stores for an agreed price, say $4,000 00 (the American Electric 
Company has thus received payment in American money for 
Its claim) The Atlantic Cigar Stores sends the bill of ex- 
change to Alfred Dunthorn Alfred Dunthorn will then pre- 
sent the bill of exchange to Robert White and demand that 
White pay the 1,000 pounds called for in the bill (thus Dun- 
thorn’s claim IS paid m English money) 

This means of handlmg the transaction has caused the 
American debtor to pay the American creditor and has caused 
the English debtor to pay the English creditor Both debtors 
have paid their bills in the money of their own country Both 
creditors have received payment m the money of their own 
country. No money has had to cross the ocean either way 


T he Rate of Exchange 

The rate of exchange may be defined as the price paid for 
bills of exchange This price is usually expressed, however, 
not as a price for the bill itself but as a price (quoted in domes- 
tic money) per unit of the foreign money m which the bill is 
drawn In our example above, when $4,000 00 was paid for 
an English bill of exchange of 1,000 pounds, the rate of ex- 
change was $4 00 per English pound 
This rate of exchange is a market price determined by de- 
mand for and supply of bills of exchange m exactly the same 
fashion in which the price of wheat, for example, is deter- 
mined by supply and demand All that we have said in Chap- 
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ter IX about an increase in demand tendmg to raise the price 
and about an mcrease m supply tending to cause the price to 
fall, applies to the price called a rate of exchange just as it 
does to other prices The reason for making a separate study 
of this price of exchange is that the conditions which govern 
demand for bills of exchange and the conditions which give 
rise to their supply are considerably dilferent from those which 
prevail m the markets for goods 
As a guide to clear thinkmg in the more complicated rami- 
fications of the subject, the reader should keep two rules m 
mind (1) Any transaction which necessitates receiving a pay- 
ment from a foreign country will tend to increase the supply 
of bills of exchange on that country, thus tending to lower that 
country’s late of exchange in our exchange mar\et If I wish 
to collect a debt from a foreigner, I draw a bill of exchange on 
him and attempt to sell it here My effoit to sell the bill in 
competition with sellers of other hills of exchange will tend 
to force the price down. (2) Any transaction which necessi- 
tates ma\ing a payment to a foreign countty will tend to in- 
crease the demand for bills of exchange on that country, thus 
tending to raise that country’s rate of exchange m our exchange 
mat \et If I wish to pay a debt to a foreigner, I attempt to 
buy a bill of exchange drawn on someone in his country My 
demand added to that of others trymg to buy those bills will 
tend to raise the rate 

The reader will also save himself confusion if he confines 
his attention to the foreign exchange market in one country 
and does not try to jump back and forth from one country 
to the other This may safely be done, since the rate of ex- 
change of a foreign country m our market is simply the re- 
ciprocal of our rate of exchange in their market That is, 
if American debtors are offering more dollars and cents per 
pounds for English exchange, it will be found that in the 
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London foreign exchange market English debtors are offering 
fewer pounds per dollar for American exchange m exactly the 
same ratio 

Some of the commoner types of transactions which will 
necessitate payments bemg received from foreigners are ex- 
port of goods to foreign countries, expenditures of foreign 
tourists m this country, sales of coal and other ship supplies 
to foreign ships m domestic ports, purchase by foreigners of 
American stocks and bonds, sale by Americans (m the foreign 
markets) of foreign securities previously purchased, and inter- 
est and principal repayments on foreign debts to this country 

Some of the transactions which will necessitate the making 
of payments to foreigners are imports of foreign goods, pay- 
ment for freight on American goods carried m foreign ships, 
American tourist expenditures abroad, payment for msurance 
policies issued by foreign companies (for example, Lloyds), 
remittances by immigrants to their relatives abroad, purchase 
by Americans of foreign securities, the sale in this country of 
American securities previously purchased by foreigners, and 
payment of mterest and dividends to foreign holders of Amer- 
ican securities 

While we have listed the transactions in these two groups 
as necessitating either the receipt or the makmg of payments, 
the first group will not add to the present supply of bills of 
exchange unless Americans attempt to convert their foreign 
claims into American money immediately The second group 
will not increase the present demand for bills of exchange im- 
less Americans attempt to pay their foreign debts immediately 
Americans may postpone the conversion of their claims into 
American money by collecting their claims in the foreign 
country and reinvesting the money m the foreign country 
Foreigners may postpone the conversion of their claims by re- 
questing the American debtor to deposit the money to their 
credit in an American bank, instead of sendmg a bill of ex- 
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change to them However, unless such mvestments are main- 
tamed permanently, the claims will have to be converted 
eventually mto the domestic country’s money, meanwhile, the 
amount of the claim will have increased by the amount of 
mterest on the mvestment 

Gold Settlements 

To the extent that conversion of claims is not postponed by 
reinvestment, the difference between the total claims in favor 
of a country and the total claims agamst it will have to be 
paid m gold When a country refuses to allow the export of 
gold, those who have claims m terms of that country’s money 
have no alternative except to sell their claims at the present 
low exchange rate of that country or to reinvest them in the 
hope of a more favorable exchange rate m the future This 
may serve to prevent the sale of large quantities of goods to 
the defaulting country, since sellers know that they will have 
to accept payment m depreciated exchange Eventually this 
may help to turn the balance of payments the other way, but 
It will be a long and painful process 

Notice that we have said that the difference between the 
total claims m favor of a country and the total claims agamst 
it will have to be paid m gold By these totals we mean the 
total due from all other countries and the total due to all other 
countries It is not necessary that a country’s balance of pay- 
ments be equal with each other country, or with any one coun- 
try in order to avoid payment in gold For example, as a 
result of large purchases of coffee the Umted States may owe 
more to Brazil than Brazil owes to the United States At the 
same time England may owe more to the United States than 
we owe to them, because we have sold them automobiles and 
wheat Brazilians may owe a net balance to England, because 
they have bought English cloth. Under these circumstances, 
instead of sendmg gold to Brazil we may send the English bills 
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o£ exchange drawn against the automobile and wheat cus- 
tomers Brazilians will be glad to obtam these bills of ex- 
change, since they have to make a payment to England for the 
cloth, and they can use the bills to make this payment Thus 
we have a three-cornered cancellation of debts mstead of the 
two-way cancellation which we had m our illustration of the 
American Electric Company and the others 

The Gold Points 

When gold does have to be exported in payment for foreign 
balances, or imported m payment of balances m our favor, it 
is usually not the government but rather private mdividuals 
and banks which do the exportmg and importing We must 
now examine how and why tliese gold movements take place 
When two countries are on the gold standard, the monetary 
unit of each is expressed as a certain number of grams of 
fine gold, and all legal money of the country becomes redeem- 
able m this number of grams of gold per unit The ratio of 
the gold content of the two monetary units is called the mint 
par of exchange Before the First World War, a British gold 
sovereign contamed 113 00117 grams of fine gold, and the 
American gold dollar contamed 23 22 grains of fine gold The 
sovereign thus contained 48665 times as much gold as an 
American dollar, so that the mint par of exchange was $4 8665 
per pound sterling This would mean that any American who 
had a debt of one pound due from an Englishman could collect 
tlie debt m English money, redeem the English money in gold 
at the Bank of England, brmg the gold over here, and have a 
quantity of gold for which the United States Mint would be 
willing to pay him $4 8665 The only disadvantage the Amer- 
ican would encounter m collecting his debt m this fashion, 
rather than by sellmg a bill of exchange, would be the cost of 
transportation of the gold, insurance on it while in transit, and 
loss of mterest for the length of time it takes the gold to reach 
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this country On very small debts these charges might be high 
enough so that this means o£ collection vpould be avoided when- 
ever possible On a debt of 1,000 pounds, m ordinary times, 
the cost of importing the gold might be $20 00 (at the rate of 2c 
for each pound of the debt) As long as gold redemption is 
allowed by England and freight rates and insurance charges 
remain the same, this transportation cost sets the lower limit 
to which the rate of exchange may fall To find the amount of 
American money which the creditor will have after collecting 
the debt m gold and paying the costs of collection, we deduct 
2c from the mint par of exchange (|4 8665), leaving $4 8465 
This IS the lower gold point Those with claims against Eng- 
lishmen could realize $4 8465 per pound by collecting their 
claims m gold Therefore, they would not sell bills of ex- 
change at any rate below that figure When the rate would 
drop to that figure, gold would start flowing mto this country 
from England 

The upper gold point was determined m an analogous man- 
ner Americans with English debts to pay could redeem their 
American money m gold, send it to England, and receive from 
the Bank of England one English pound for each $4 8665 worth 
of the gold If It cost 2c per pound to ship the gold, then a 
debt could be paid at a total cost of 2c plus the mint par of 
exchange, or a total of $4 8865 This would be the top price 
which American debtors would be willing to pay for English 
bills of exchange, since at any rate of exchange higher than 
$48865 It would be cheaper for them to pay m gold This, 
then IS the upper gold point With the given conditions (that 
IS, both countries on the gold standard, a mint par of exchange 
of $4 8665, and a cost of shipment of 2c per pound sterling), 
when the rate charged for bills of exchange reached this figure, 
gold would start to flow from America to England 

When two countries are on a full gold standard, the gold 
points set the limits between which the rate of exchange may 
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fluctuate This sets limits to the amount of possible losses m 
foreign trade through exchange fluctuations If the par and 
the gold points were as given above and an exporter encoun- 
tered the worst possible circumstances, that is, if he quoted a 
price to an Englishman when the rate was at the upper gold 
point ($4 8865) expecting to sell a bill of exchange at that price 
and then found when the time came for him to draw the bill 
and sell it that the rate was at the lower gold pomt (|4 8465), 
his total loss through exchange fluctuation would be 4c per 
pound sterling, only 0 81 per cent If he had quoted his price 
to the Englishman on the expectation that the rate would drop 
to par, his loss would have been only half as much (2c per 
pound or 0 405 per cent) 

Dislocated Currencies 

When countries go off the gold standard, these limits to 
the fluctuation of exchange rates set by the gold points are 
destroyed, there is no absolute limit except zero to which the 
rate of exchange may fall, and no absolute limit above which 
It may not rise There are, however, certam corrective tend- 
encies which may assert themselves withm rather wide and 
indefinite limits as a country’s exchange rate rises or falls For 
example, suppose both England and the United States are off 
the gold standard, gold shipments being prohibited, and the 
rate of English exchange m America drops from $5 00 to $3 00 
per pound This would mean that Dunhill pipes, selling for 
one pound in England, could now be bought for |3 00 instead 
of $5 00 m our money All other English goods, whose price 
in English money remained unchanged, would likewise be 
selling in America for three fifths of their former price m terms 
of American money We might thus be mduced to buy many 
more English goods than before, and the increased demand for 
bills of exchange to pay for the goods would tend to force the 
rate of exchange upward again If the $3 00 rate, was expected 
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to nse again, speculators might also enter the market and buy 
up bills of exchange in the hope of reselling them at a higher 
price To the extent that they do so, their action will tend to 
cause the rate to rise more rapidly than it would as a result of 
the purchases of goods alone 

Note, however, that this increased demand for English bills 
of exchange is contingent upon the condition that the domestic 
prices of English goods do not use by an amount which will 
offset the difference in the exchange rate For mstance, if 
Dunhill sets the price of a pipe at two pounds, even though 
the rate of exchange is |3 00, this will mean that Dunhill pipes 
now cost |6 00 in American money Therefore, fewer of them 
would be bought than were bought when the English price of 
the pipes was one pound and the rate of exchange $5 00 Con- 
sequently, if the prices of other English goods also rose, the 
demand for bills of exchange would be stdl less than before, 
and the rate of exchange would fall still lower One cause 
which would brmg about such a rise m English prices might 
be an expansion of the amount of money in England 

Furthermore, when a rate of exchange is falling, if prospec- 
tive buyers of the country’s goods believe that the rate will fall 
still further, they will do well to wait until the lowest rate is 
reached in order to obtain the goods at the lowest possible price 
m terms of American money Speculators, likewise, will do 
well to wait for the lowest price of bills of exchange m order 
to resell them at the greatest possible profit when the rate does 
rise If we knew that England was continuing to inflate her 
currency, for instance, this would be a fairly good indication 
that the rate of exchange was going to fall still further and a 
warning to refram from buying for the time bemg Those 
who bought German marks during the German mfiation were 
either displaymg their ignorance of economics or gambling that 
the German government would reverse its policy and start to 
contract its currency 
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Automatic Corrective of the Gold Movement 

In contrast to the above haphazard situation, when two 
countries are on a working gold standard, not only do the gold 
points set limits between which the rate of exchange may fluc- 
tuate, but also the very movement of the gold itself tends to 
set m operation the tendencies to reverse the balance of pay- 
ments which caused the exchange rate to reach the gold point 
For example if England and America are both on the gold 
standard and the rate of English exchange m America rises to 
the upper gold point, we have shown how this will cause gold 
to flow from America to England The withdrawal of gold 
will decrease the reserves of the American banking system 
The American banks will then contract the amount of deposit 
credit they are extending in order to maintam their former 
reserve ratios This will cause American prices to fall In 
England, a contrary action is taking place Gold is flowing 
in, British bank reserve ratios are gomg up and British banks 
are in a position to extend more deposit credit The increased 
credit wiU cause English prices to rise Thus, American prices 
are low, English prices are high As a result, more American 
goods will be bought by Englishmen and fewer English goods 
will be bought by Americans The supply of English bills of 
exchange will increase, and the demand for them will decrease 
The lower gold point will be reached, gold will flow back 
again 

Nonce that we have said that the two countries must be on 
a wor\ing gold standard This means that they are follow- 
ing what are called “the rules of the game,” namely (1) a 
country which loses gold must contract its currency; (2) a 
country which receives gold must expand its currency. (Either 
of these alone would accomplish the reversal of the gold move- 
ment, but if the receivmg country does not expand currency, 
the country which loses the gold would have to contract its 
currency by a greater amount Or, if the country which loses 
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the gold does not contract currency, the receiving country 
would have to expand its currency by a greater amount to 
cause the gold to flow out agam Less dislocation of domestic 
prices IS necessary if both countries follow the rules ) (3) The 

country which receives gold must not impose new tariffs on 
the other country’s goods or the expansion and/or contraction 
in the currencies will have to be just that much greater to offset 
the influence of the tariff on relative prices in the two countries 

Foreign Exchange Banks 

To keep our explanation as simple as possible we have de- 
liberately avoided introducing the activities of bank dealings in 
foreign exchange If we have the prmciples of foreign ex- 
change in mind, we may now proceed to examine the role 
played by banks In our previous illustration of payment by 
a bill of exchange, the debt collectable by the American 
Electric Company and the debt payable by the Atlantic Cigar 
Stores happened to be for the same amount, 1,000 pounds In 
actual practice this would seldom be the case Both debts 
would be more likely a different odd number of pounds, shil- 
lings, and pence, so that both debts could not be exactly can- 
celled by this one bill of exchange 

Here is where the banks step into the picture They make 
a regular practice of buying bills of exchange from the ex- 
porters These bills are sent to England and collected in Eng- 
lish money The English money is then deposited to the credit 
of the American bank in the form of a checkmg deposit in 
some English bank The American bank can now write 
checks against the English bank for any desired specific 
amount of pounds, shillings, and pence These checks are 
called bankers’ hills of exchange The American who used 
to pay a debt in England might buy one of these checks or bills 
made out m the exact amount of his debt and send it in pay- 
ment to his English creditor 

Because there was less likelihood of a bill of exchange drawn 
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against an English bank not being paid than there would be 
in the case of a bill drawn against a private individual, and 
because of the superior convenience of bills drawn in any de- 
sired amount, the banks were able to sell bills of exchange at 
a slightly higher rate (usually a small fraction of a cent) than 
the rate at which they bought them, thus makmg a profit Al- 
though the difference between the buying and the selling rates 
IS small per pound, when it is realized that some bills call for 
the payment of thousands or millions of pounds, we see that 
the total profit per transaction may be large The banks can 
also attempt to profit by speculating in foreign exchange, that 
is, by buying up bills in excess of the amount that they cur- 
rently sell in the hope that when the rate goes up they will be 
able to sell out at the higher figure But a bank that wishes 
to avoid both speculative profits and speculative losses will at- 
tempt to keep Its purchases and sales of bills as nearly even as 
possible 

The banks also have such an advantage over private indi- 
viduals m the shipment of gold that most shipments are made 
by banks Shippmg m larger quantities gives them lower 
shipping costs per unit of foreign currency Moreover, they 
can sell a bill of exchange and then ship the gold to be de- 
posited for redemption m the English bank by the same steamer 
on which the bill of exchange travels Thus, they lose no in- 
terest on the gold while in transit, because they have already 
sold a bill of exchange to get their money back It will be 
found, then, that when the rate of exchange is at the upper 
gold point people are still buying bankers’ bills of exchange 
and the banks are shipping gold 

Exchange Controls 

Practically all the previous discussion that was based on a 
working gold standard m foreign exchange is now ancient 
history From the second time that England left the gold 
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standard until the beginning of hostilities, England, the United 
States, and France had a foreign exchange stabilization agree- 
ment which operated for a considerable time almost as satis- 
factorily as a gold standard and might have been fully as 
efficient if the conditions of mternational trade had been more 
normal Under this agreement each of the countries had an 
exchange stabilization agency which was empowered to buy 
and sell the foreign exchange of the other two countries and 
was entrusted with funds for this purpose The object was 
to keep the rates of exchange within the narrowest limits 
possible For example, whenever the American rate of ex- 
change m London fell below a certain point, the Bank of Eng- 
land bought dollar exchange, and whenever the rate rose above 
a certain point, the bank sold exchange As long as the 
amounts offered for sale equalled die amounts purchased at 
the rates set by the contiol authority, no further action was 
necessary In seasonal and short-time movements, any excess 
amounts offered for sale were purchased by the bank and any 
excess amounts demanded were sold by the bank from its stock 
of dollar exchange on hand, or, if it had no such stock, it 
drew on its balance in the American exchange stabilization 
fund The apparent success of the scheme must have been 
due to very good judgment m “peggmg” the rates between 
which the exchange was allowed to fluctuate very close to 
the “purchasmg power parity” between the two countries 

Exchange Rationing 

Argentina and some other countries which used to have heavy 
export balances to Europe and heavy import balances from the 
United States adopted the system of exchange rationing 
Under this system all foreign exchange was turned over to the 
government, and importers m Argentma were allowed to have 
only that amount for payments to each particular country which 
that country had spent m buying goods from Argentina This 
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system was particularly irksome to purchasers of North Ameri- 
can goods but, smce we were not mterested in acceptmg Ger- 
man blocked marks, it was apparently the easiest way for 
Argentina to conserve her reserves until we began lendmg to her 
through the Import-Export Bank 

Barter Deals 

Barter deals were first adopted by Germany to take advantage 
of the exchange shortage of various countries which resulted 
from the American tariff policy and British Empire preference 
These deals were a straight exchange of goods for goods and 
hence mvolved no financing We ourselves took advantage 
of one such deal by bartermg cotton with Britam for rubber 

These various methods of trading have shown us that it is 
not at all impossible to conduct some form of mternational 
trade between countries which are not on a gold standard 
The chief difficulties seem to he m the restriction of three- 
cornered trade, and these may be due at least in part to ship- 
ping difficulties and war conditions 



CHAPTER XXXIV 


International Economic Policy^ 

B efore we can discuss international economic policy we 
must have m mind some standard of what constitutes na- 
tional well-bemg In these times of depression-warped think- 
mg, It is necessary to reiterate so simple and obvious a truth 
that the wealth of any country increases only as the quantity 
of goods which It possesses The debts which are owed to 
us by foreigners can be added to this total only to the extent 
that they can be converted into foreign goods which may be 
consumed by our people 

We tend to confuse ourselves by thinkmg of national wealth 
and national income m the same terms we use for the short- 
cut calculation of the wealth or mcome of an mdividual, that is, 
m terms of money When we speak of a man with $1,000,000 
m the bank or mvested m bonds, we consider him as very 
well-to-do In reality this consideration rests upon the knowl- 
edge we have of the goods that one million dollars will buy 
at present prices If, however, goods were so scarce (or dol- 
lars so plentiful) that a cup of coffee sold for $10,000 and a 
piece of pie for $20,000, we would regard our millionaire as 
a poor man The same short-cut thmkmg exists with respect 
to changes in wealth If a grocer buys a stock of goods for 

1 This chapter is based primarily on Haberler, Gottfried, Principles of International 
Trade f The Macmillan Co, New York, 1936, Williams, John H, “The Adequacy o£ 
Existing Currency Mechanisms, ’ Amencan Economic Review, March 1937, pp 151 hf , 
and the teachings of Professor Machlup 
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|500 and then sells them for $1,000, we consider that he has 
done very well for himself If immediately after he received 
payment, however, the government should happen to repu- 
diate Its currency, his $1,000 will be worthless and he will be 
regrettmg that he did not keep his groceries for himself to 
eat or to barter for shoes and clothes 

We can keep our thinking clearer on the subject of foreign 
trade if we will occasionally have reference to what Professor 
Taussig has called “the barter terms of trade ” We may then 
see readily that if,*m exchange for an export of 10,000 automo- 
biles, we receive 1,000,000 pounds of coffee or 1,000,000 pounds 
of rubber, we are much better oflE than if we received only 
500,000 pounds of these articles The lower the price of for- 
eign goods (m comparison with our own cost of production 
for the same product), the greater will be our gam from for- 
eign trade If as a nation we had the economic mtelligence 
of a six-year-old child (who always likes to get more candy 
for his penny), we would welcome an influx of “low-priced 
foreign goods” instead of holding up our hands m horror 
and slapping on tariffs whenever this occurs 

“Buy Amencan” 

In these days of economic maladjustment, certam people who 
are honestly ignorant and others who are attempting to bol- 
ster markets for their own overpriced goods are attemptmg, 
in every country, to make capital of the slogans, “Buy Amer- 
ican,” “Buy British,” “Buy Italian,” and so on The appeal 
IS to “Keep your money at home” and to “Employ your own 
workmen” The spread of this idea may eventually lead 
people to see the absurdity of its own logical conclusion* 
“Buy in your own State,” “Buy m your home town,” “Buy 
m your local neighborhood ” The logical end would be, 
“Don’t buy from anybody but yourself” Those who msist 
that keeping out foreign goods is the way to employ Amer- 
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lean workmen must explain to us why the depression ever 
occurred when tariffs, which were aheady high, were in- 
creased steadily from 1920 to 1932 

Economic Nationalism 

As threats of war make their chronic appearance, nation 
after nation begins to toy with the idea of making itself self- 
sufHcient in time of war The United States is probably bet- 
ter equipped to do this than any other country, unless it be 
Russia Let us make some wild guesses as to what it might 
cost us to achieve self-sufficiency We now import about six 
billion pounds of sugar annually (not counting receipts from 
Hawaii and Puerto Rico) To produce this additional quan- 
tity of sugar on the American mainland might easily cost us 
10 cents per pound more than we now pay for the imported 
sugar, or let us say, a total $600,000,000 We now import 
about 1 2 billion pounds of rubber To produce this quan- 
tity of synthetic rubber (even if it were as good as the natural) 
might cost us about 15 cents per pound more than the im- 
ported product or, roughly $180,000,000 In 1936 our wool 
imports were about 370 million pounds, and in the war years 
of 1918 and 1919 they were 420 million pounds If it cost 
us only 10 cents per pound additional to produce this our- 
selves, another $42,000,000 would be added to our bill for self- 
sufficiency We have already run the bill up close to one 
billion dollars per year without mentioning cofFee, tea, tin, 
manganese, and nitrate of soda Even if we were assured of 
a war, it would be cheaper to build a naval and air force 
capable of defendmg our commerce against any nation or 
combmation of nations, rather than to attempt to produce 
these products for ourselves To the extent that vast amounts 
of most of these imports come from British territory, England 
would be nearly as mterested in protecting these shipments as 
we would ourselves 
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Even though perfect self-sufEciency is an impossibility, m- 
tensive efforts towards even partial self-sufficiency may be con- 
tributing causes to world economic depression and possibly 
to war Itself As a result of the First World War and the 
postwar tariffs we have made ourselves independent of the 
German chemical and optical instrument industries Our 
curtailment or cessation of these and other imports from Ger- 
many helped to deprive the Germans of the purchasing power 
with which they formerly bought from us 300 million pounds 
of pork products, 200 million pounds of tobacco, 2 million 
bales of cotton, 80 million pounds of dried fruits, 40 million 
pounds of rice, and large quantities of other products Thus, 
we have contributed, at least m a small way, to the distressed 
conditions in Germany, which m their eruption spewed Hitler 
into power 


The Balance of Trade 

In the long run, the value of a country’s exports to the rest 
of the world must be equal to its imports from the rest of 
the world It must be remembered that exports and imports 
include not only physical goods but also the so-called “mvis- 
ible Items” in the balance of trade that is, shipping and msur- 
ance services performed by foreigners (or by us for foreign- 
ers), tourist expenditures, immigrant remittances to relatives 
in the home country, and similar items For gold-producmg 
countries, gold itself may be considered simply as one com- 
modity exported 

Note that the only balance which has any significance is 
the balance between one country and all other countries, to 
compare the balance of trade between any two countries is 
an idle statistical trick, utterly without meaning We may 
regularly import a greater value of goods from England than 
we export to her, at the same time, however, our exports to 
Canada exceed our Canadian imports, while simultaneously. 
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Canadian exports to England exceed Canadian imports from 
England To look simply at the “balance” with England and 
to say that because it is “unfavorable” we must take meas- 
ures to import less from England, is to ignore the fact that 
this would be the simplest and surest way to destroy Canadian 
purchasing power and so to reduce our exports to Canada A 
retail coal dealer always has an “unfavorable” balance of trade 
with the mmeowner from whom he buys his coal, whereas 
he always has a “favorable” balance of trade with his retail 
customers He would be properly contemptuous if told that 
It was wrong for him to buy more coal from the mmeowner 
than he sold to him It would not be necessary for us to be- 
labor this obvious truth were it not for the fact that the spread 
of “bilateralism” is evidence that those entrusted with the 
foreign trade policy of various nations are apparently still 
Ignorant of it 


Furchasing Power Parity 

We are all familiar with the fact that the price of a trans- 
portable commodity m New York cannot for any great length 
of time exceed the price of the same commodity in Chicago 
by more than the cost of transportation Exactly the same 
situation exists between two different countries Where a 
tariff IS m existence we may consider it simply as a part of 
the transportation cost Only one more factor need be intro- 
duced In order to compare a foreign price with a domestic 
price we must translate the foreign price mto terms of our 
own money To do this we multiply the foreign price by the 
rate of exchange 

Whenever the foreign price of a commodity, plus transpor- 
tation costs, IS lower than the domestic price, the commodity 
will tend to be imported Whenever the domestic price of a 
commodity, plus transportation costs, is lower than the foreign 
prtcCf the commodity will tend to be exported Transporta- 
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tion costs may be higher in one direction than in the other, 
particularly if one country has a duty on the commodity and 
the other has not, or if one country’s duty is higher than the 
other Also, if the general volume of traffic happens to be 
greater m one direction than it is m the other, transportation 
companies may offer lower freight rates on “return loads ” 
W e may readily see that each commodity has an “export point” 
and an “import pomt ” 

In Its simplest form the above reasoning applies only to 
those commodities that may be transported easily Some 
writers on mternational trade have laid great stress on the 
difference between what they call “mternational commodi- 
ties” and “domestic commodities” Accordmg to them, in- 
ternational commodities are those which may be shipped eas- 
ily from one country to another They would classify as 
domestic commodities houses, hotels, personal services, and any 
goods or services whose nature requires that they be used in 
the place where they are located To this group some authors 
would add those goods whose shippmg costs are so high that 
they are not ordmardy transported for any great distance (ob- 
viously this IS a mere difference of degree and the distmction 
loses most of its force between two markets m different coun- 
tries which happen to be just across the border from each 
other) 

Further reflection will show that this distmction between 
so-called domestic and mternational commodities does not 
introduce as much qualification to our doctrme as would ap- 
pear offhand, even m the case of goods which are physically 
mcapable of transport The distinction has force only when 
one, or a very few, of the so-called domestic goods are differ- 
ently priced in different countries Houses may be mcapable 
of movement, but let any considerable number of the prices 
which make up the “cost of living” be much lower irt one 
country than m another and people can and' do move tempo- 
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ranly or semi-permanently to take advantage of the difference 

One of the best examples of this occurred when the Cana- 
dian rate of exchange was such that an American dollar was 
wortli $1 20 m Canadian money Since Canadian prices had 
not risen, this was roughly equivalent to a 20 per cent lower 
cost of livmg in Canada Large numbers of workmen from 
Buffalo, New York, rented homes in Fort Erie, Ontario, just 
across the river and drove back and forth across the bridge 
to their work m Buffalo 

In cases such as this, the significant factor which must be 
overbalanced by the price difference is not the cost of trans- 
portation of goods but the cost of transportation of people 
In the above example the cost was extremely low, being 
merely the toll on tlie Peace Bridge (m many cases the dis- 
tance traveled to work was actually less than before) Even 
where the two countries are separated by a long ocean voy- 
age, the prmciple is still applicable Low living costs in a 
foreign country will tend to induce more tourist travel and, 
perhaps even more important, will tend to mduce those who 
mtended to travel anyway to prolong their trip and thus to 
consume more of the low-priced goods and services Mean- 
while, apartment and hotel owners m the tourists’ home coun- 
try, confronted with vacancies, will tend to lower their high 
rents and the difference m livmg costs narrows or disappears 

We can readily see then that, if we are concerned with dif- 
ferences in prices of any large number of commodities, such 
as might be occasioned by exchange rates or the currency 
policy of one country or another, the distinction between 
domestic and mternational commodities is without much 
meanmg We can, perhaps, raise the presumption that the 
so-called international commodities will respond more rap- 
idly to price differences (greater than the cost of transporta- 
tion) than will the so-called domestic commodities 

There are a few ways m which a country can divorce or par- 
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tially isolate its own price system from that of the rest of the 
world (1) by an absolute prohibition of imports plus a law 
forbidding its citizens to leave the country (this would soon 
result in zero exports), (2) by duties which are prohibitive, 
not merely “protective” This will be effective only so long 
as prices do not diverge from foreign prices by more than 
the amount of the duty and other transport costs To be 
thoroughly effective this method would also require prohibi- 
tion of foreign travel, (3) by a system of import quotas 
This IS a partial method The closer the quota approaches 
the amount which would be imported m a free market, the 
less will be the amount of divergence between domestic and 
foreign price, (4) by “rationing” foreign exchange This 
has much the same effect as import quotas shall have 

occasion to discuss some of these schemes later At present 
It IS sufficient for us to note that, even if complete purchasing 
power parity is not always actually m effect, it requires very 
drastic measures to prevent the prices m one country from 
influencmg those m another 

Pnce Stability versus Exchange Stability 

In the field of domestic and mternational currency either 
the government or the bankmg system must adopt a policy. 
The government either regulates the quantity of money it- 
self, or allows the banks to do so, or lays down regulations 
which will govern the quantity of currency that the banks 
may issue under various circumstances Changes m the quan- 
tity of money are extremely important m causing changes in 
domestic prices, in exchange rates, and m the volume of im- 
ports and exports ‘ 

There is considerable difference of opmion among econo- 
mists as to whether a “stable price level” is a desirable or even 
a possible means of mcreasmg the stability of the economic 
system in general (assummg stability to be a desired end). 
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For the moment, let us sidestep this argument and assume 
that we are committed to a policy of trying to attam “price 
stability” We are imm ediately confronted with a dilemma 
“price stability,” “exchange rate stability,” and “stability of 
industrial output” are mutually contradictory in a country 
which mamtams any commercial connections with the rest 
of the world 

Let us see how this works Assume that two countries 
which are tradmg with each other make no attempt to regu- 
late their domestic prices and that the only material bankmg 
regulation is that the banks m each country are required to 
maintain a specified minimum reserve ratio agamst their de- 
posits What follows IS equally applicable whether both coun- 
tries are on a gold standard, both on a paper standard, or one 
on a gold and the other on a paper standard Assume now 
that country A has a balance of payments ^ flowing to it from 
country B (perhaps because A’s exports to B exceed its im- 
ports, or because the people in B are buying securities on the 
stock exchange m A, or for any other reason) 

In this situation there will be an amount of bills of ex- 
change® drawn on people in country B and offered for sale 
m A which exceeds the amount of the requirements of peo- 
ple in A who have payments to make to B The banks in A 
will buy this surplus foreign exchange, thus putting more 
money (usually created deposit credit) mto circulation in A. 
In consequence, prices in A wfll start to rise Since the sup- 
ply of foreign exchange is a temporary surplus which the 
banks will have to hold as a balance m a foreign bank until 
they can resell it, .they will not be willing to pay as high a 
price for bills of exchange as they would at a time when for- 
eign payments and receipts were equal In other words, the 
rate of exchange falls somewhat. 

2SeeCh XXXIII 

''Ibid 
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What IS happening in country B at the same time? The 
bills of exchange are sent over to the banks in B for collection 
and deposit to the credit of the A banks, that is, individual 
deposits belonging to people m B are reduced and deposits to 
the credit of the A banks are mcreased But since the banks 
m A have bought more bills of exchange than they have sold, 
this excess will not be drawn upon and will become an idle 
deposit Thus idle bank deposits have replaced some active 
bank deposits in B, and we may say that the velocity of circu- 
lation of money has decreased, or that money previously in 
circulation has been absorbed into idle cash balances The 
decreased effective quantity of money m B will tend to cause 
prices to fall 

Thus we have three factors at work (1) higher prices m 
A, (2) lower prices m B, and (3) a lower price of B’s money 
in terms of A\ money (that is, a lower exchange rate) All 
three of these operate to cause people m A to buy more goods 
from B (or to spend their vacations m B) At the same time, 
since money m B will buy much more at home than it will 
abroad, people in B will tend to buy more home-produced 
and less foreign goods, thus decreasing imports 

If no other conditions are changed, mcreased demand for 
B’s goods will cause prices in B to rise, decreased demand for 
A’s goods will cause prices m A to fall, and increased demand 
for bills of exchange in A (to pay for mcreased imports from 
B) will cause the rate of exchange to rise agam These forces 
will contmue to operate until the balance of payments is equal 
and purchasing power parity is regained 

We see that the “impact” of the fluctuation has been “split 
three ways” Prices m A have fluctuated a little, pnces m B 
have fluctuated a little, the exchange rate has fluctuated some- 
what Notice that the word “gold” has not been mentioned 
in our explanation The process that was outlined could have 
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taken place without an ounce of gold in existence This is 
what may happen when two countries on the paper standard 
follow “the rules of the game ” 

Now let us suppose that, mstead of the above situation, the 
authorities m country A decide that it is desirable to have a 
“stable price level” They would regard the mflux of pay- 
ments from B with alarm and attempt to prevent its influence 
in causmg prices to rise This might be done by (1) rais- 
ing the discount rate (this tends to make it less attractive for 
busmessmen to borrow from the banks and so results m less 
creation of deposits) , (2) raismg the reserve ratio required for 
banks (if the actual ratio is about equal to the new legal ratio, 
this prevents any further expansion of deposits), (3) selling 
government bonds m the open market m an amount equal to 
the payments from B and holdmg the money received from 
the sale as an idle balance (these practices are sometimes called 
“sterihzation” of capital imports although the term is used 
more often m connection with gold imports) 

The failure of prices to rise in A means that this source of 
increased demand for imports (and restramt on exports) is 
not present as it was m the first situation discussed This 
means that the rate of exchange will have to fall further 
and/or the prices in B will have to fall further in order to 
bring about the mcreased imports to A and the decreased 
exports from A which is necessary to equalize the balance 
of payments Thus the “stable price level” m A is achieved 
at the expense of greater fluctuation m the exchange rates and 
in B's price level 

A further complication may be noted If the restrictive 
measures adopted to brmg about “stabilization” m A have 
the effect (as they may easily have) of raismg the interest 
rate in A above that prevailmg m B, this will tend to attract 
short-term capital from B to A thus mcreasmg the flow of 



INTERNATIONAL ECONOMIC POLICY 639 


“hot money” ^ which A must “sterilize” m order to prevent 
a price rise If this happens, the fall in the exchange rate 
and/or in B’s prices which is necessary to equalize the bal- 
ance of payments will be still greater 

Now let us suppose that, instead of A, it is country B (the 
country makmg the payment) which has a price stabilization 
policy We remember that, accordmg to the “rules of the 
game,” B’s currency should contract and its prices fall m or- 
der to restore the balance of payments Under a stabilization 
policy, however, the monetary authorities would attempt to 
prevent this fall in prices and would deliberately expand the 
amount of money in circulation The methods might be 
(1) lowering the discount rate, (2) lowermg reserve require- 
ments, (3) purchasing government bonds in the open market, 
(4) issumg new paper money 

To the extent that the price declme is prevented, this source 
of stimulus to exports and discouragement of imports will not 
be present as it would be if 5 followed the “rules of the game ” 
Consequently, it will be necessary for the exchange rate to fall 
still lower and/or the price level m A to rise still higher if the 
balance of payments is to be restored Under these circum- 
stances, a “stable” domestic price level m B is really “infla- 
tionary” when the mternational situation is considered 

Another complicating circumstance may be noted Under 
our “rules,” a country that is makmg greater foreign pay- 
ments than It receives should contract its currency circula- 
tion This (particularly if the discount rate is raised) will 
tend to cause a rise m the market rate of mterest Ordinarily, 
this will tend to be an mducement to the mvestment of funds 
by foreigners and the movement of these funds will con- 
tribute a part toward the restoration of the balance of pay- 

^ Imports o£ short term capital which may cause inflation and then be withdrawn 
causing deflation 
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ments Just the reveise may occur if the country expands its 
currency when our “rules” require currency contraction If 
people begin to fear that the expansion is a prelude to fur- 
ther inflation, there may be a “flight of capital” from the 
country Under such circumstances we may say that the 
“money flows up hill” (that is, it flows m a direction opposite 
to that indicated by the longer trend), and temporarily the 
adverse balance of payments is mcreased (Widespread mis- 
understandmg has prevailed on this pomt Even some finance 
mmisters have argued that their inflation was occasioned by 
an “unfavorable” balance of payments, failmg to see that the 
inflation itself was the prime cause of the contmuing adverse 
balance ) 

If both country A and country B are followmg a policy of 
domestic price stabilization, the full burden of correcting the 
balance of payments will fall upon the exchange rate In 
consequence, the exchange rate must fall extremely low It 
IS quite probable that the rate may fall temporarily to a point 
far below that necessary to restore the balance In our case 
(page 636) the banks in A were quite willing to buy exchange 
on B at rates only slightly lower than those previously pre- 
vailmg, because they knew that two powerful factors {A's 
price rise and S’s price declme) were operating to mcrease 
the future demand for foreign exchange When the rate of 
exchange itself is the only factor which may be expected to 
cause increased imports to A^ however, the banks either will 
not buy foreign exchange at all or they will buy only at rates 
so low that they feel assured they will not lose in carrying 
foreign balances for a long time 

Violently fluctuating exchange rates make it extremely diffi- 
cult to carry on both import and export busmess It becomes 
unwise to make commitments m terms of foreign currency 
even for the length of time required to ship goods, to say 
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nothing of the time required to manufacture them The 
export mdustries may then suffer from a severe amount of 
unemployment which will have an adverse effect on general 
business conditions throughout the country 

Exchange Stabilization 

Now let us consider a situation in which neither country is 
attempting domestic price stabilization, but mstead the ex- 
change rate is held rigidly at a fixed pomt This was roughly 
the case in prewar times between two countries on a full gold 
standard ® It is a mistake to say that the rate of exchange 
did not fluctuate m those times, it did fluctuate, but only with- 
m the relatively narrow limits set by the gold pomts A fluc- 
tuation of 4 cents in the dollar-sterlmg rate of exchange, for 
example, amounted to only about one per cent m the value of 
the pound 

Where rigid, or very narrowly fluctuating, exchange rates 
prevail, the full burden of corrective action must be borne by 
the price structures of the different countries It is also urged 
by some writers that stable exchange rates tend to brmg about 
the result that mflation or deflation in one country becomes 
“internationally contagious” and spreads to other countries 
In general, it may be said that it is difficult to see how any 
country can reap the advantages of mternational trade without 
being subject, at least in some measure, to mfluences resultmg 
from changmg business conditions m the countries with which 
It trades We can still concede, however, that exchange rates 
which are allowed to find their own level, without active 
regulation by the monetary authorities, will result in less dis- 
turbance to prices m other countries resulting from mflation 
or deflation by any one country 


5 See Ch XXXIII 
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Exchange Stabilization Plus Price Stabilization in Both 

Countries 

Now let us assume that both A and B are followmg a policy 
of stabihzmg their domestic price levels and also that the 
exchange is bemg “pegged” at a fixed rate Let us also assume 
that there is an excess flow of payments from B to A, due to 
the fact that the fixed prices in B are too high relatively to the 
fixed prices in A Note that the excess flow of payments will 
tend to contmue so long as the prices in the two countries are 
“frozen” (stabilized) at their artificial levels There will be 
some difference m the mechanics, dependmg upon whether 
It IS country A or country B which is exercismg an active effort 
to peg the exchange rate 

If country A pegs the rate, it will do so by buymg bills of 
exchange on S at a price above that which would prevail in a 
free market. Bills of exchange will also be sold at the same 
fixed price Under our assumption of fixed price levels m the 
two countries (and with B’s prices too high relatively to A's 
prices), the amount of bills of exchange which the A Govern- 
ment Exchange Stabifization Fund will have to purchase will 
always be m excess of the amount which can be sold at the 
pegged rate Thus the stabilization fund will be takmg a 
steady loss on its transactions, a loss which can never be recov- 
ered until somethmg is done to decrease exports from A and/or 
to mcrease imports from B That is, something must be done 
to increase the demand or to decrease the supply of bills of 
exchange One possibility suggests itself If At has had high 
tariffs, It may repeal or reduce them in order to encourage im- 
ports and so to stimulate the demand for exchange We must 
not Ignore the other compheatmg circumstances which will be 
present Owing to A’s efforts to prevent a price rise, we have 
seen that the market rate of mterest m A will tend to rise At 
the same time, due to the exchange control, a umt of J5’s money 
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will exchange for a greater number of units of A's money for 
the purpose of mvestment in A than if the rate of exchange 
were allowed to seek its own level We thus have two m- 
fluences, a higher interest rate and a higher exchange rate, both 
operatmg to cause capital movements from B to A This will 
increase tremendously the amount of surplus foreign exchange 
which the Stabilization Fund will have to buy Unless the 
Stabilization Fund is to go bankrupt, certam drastic measures, 
perhaps even in addition to tariff reductions, may be necessary, 
such as (1) a prohibitive tax on capital imports, and (2) a 
prohibition of exports, and (3) refusal to allow tourists from B 
to enter the country 

Rather than adopt such drastic measures, country A would 
be quite likely to give up attempting to control domestic prices 
or to abandon exchange control, or to abandon both price 
control and exchange control Note, however, that durmg the 
time the controls are in eflfect, the artificial difference m prices 
may stimulate the export mdustries m A to expand to a point 
which cannot be mamtained when controls are relaxed This 
expansion will tend to draw some resources away from their 
more usual employment in “domestic” industries Thus we 
can have unwise expansion and maladjusted production even 
with, or perhaps we should say because of, a stable price level 

Now let us assume that it is 5 mstead of A which is trying 
to control the exchange rate under the same circumstances 
(stable prices in both countries and an excess balance of pay- 
ments from B to A, price level in B bemg held too high rela- 
tively to A’s price level) In country B, the pegged price of 
bills of exchange drawn agamst A will be below the price 
which would prevail in a free market The government will 
have to issue orders that all foreign exchange must be sold to 
the Stabilization Fund at the fixed price Since this price for 
bills will be below that which importers could obtam by sellmg 
the bills of exchange directly to importers, there will be many 
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attempts to evade the legulation and even “Black Bourses” 
(bootleg exchange markets) may be set up Even more diffi- 
cult to detect and stop will be the practice by exporters of col- 
lecting their debts m A and of investing the funds m A without 
resorting to exchange transactions To ensure that the total 
available supply of foreign exchange passes through the hands 
of the fund at the fixed price will require a thorough policing 
and espionage of everyone likely to have foreign exchange 
transactions (This is much the same as the situation which 
prevailed in Germany until the war Even if the exchange con- 
trol authorities obtam possession of all available foreign ex- 
change, they will not have enough to satisfy the needs of all 
those who would like to purchase exchange at the pegged rate 
Consequently the exchange will have to be rationed and each 
buyer given a quota which he may purchase ® Smee foreign 
sellers are not likely to be willmg to give long term credits under 
these circumstances, rationing of exchange practically amounts 
to an import quota system At first the quota basis may be 
set up as a simple percentage of past exchange requirements 
This, however, will make a serious reduction m the imports of 
basic raw materials and the government will likely be driven 
mto the practice of determming which imports are “essential” 
and which are “nonessential,” exchange being issued only to 
importers of the “essential” goods The country will then 
have to produce for itself, at higher costs, many of tlie goods 
which It formerly imported Its resources will thus be 
economically misdirected Note that the two chief stimuli to 
exports (a fallmg price level and a rismg foreign exchange 
rate) have been deliberately foregone as a matter of policy 
Consequently, the only hope of country B to restore the balance 

® The success of the British Stabilization Fund without resort to quotas has been 
possible because the rate of exchange has not been pegged The policy of the Board 
has not bee*^ to prevent normal movements of the exchange rate but rather to try to 
offset erratic fluctuations due to speculation and temporary panic Even so, it was 
found necessary in May, 1939, to adopt the rather mild device of requesting British 
brokers not to quote prices on American securities 
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of payments is tlirough reduced imports This means a lower 
standard of living for its people than would have prevailed 
had the exchange and price controls not been m ehFect 

General Aspects of Stabilization 

The more naive school of domestic price stabilizers is simply 
opposed to price declmes and rather welcomes rises m the 
“general price level” The extreme form of this doctrme is 
found in the slogan, “Reflate prices to the 1926 level and then 
stabilize” More sophisticated advocates of stabilization are 
opposed to price rises, as well as price declines, from monetary 
causes, primarily because they believe that price rises induced 
by money and credit expansion are almost certam to result in 
drastic deflation Even though we hold the latter viewpomt, 
we may still raise the question whether all changes in the price 
level occasioned by changes m mternational payments are of 
the same nature as changes caused by either deliberate or un- 
controlled monetary policy 

First, let us drop the assumption of only two countries trad- 
ing with each other This does no harm to any of the propo- 
sitions we developed above When we are exammmg condi- 
tions m country A, we now substitute “the rest of the world” 
wherever we formerly mentioned country B Likewise, when 
we are examining conditions m B, “the rest of the world” be- 
comes a synonym for country A Both countries are now 
selling to, buying from, and making and receivmg payments 
from, many other countries Country A will now have an 
excess inflow of payments only when payments from the rest 
of the world exceed payments by A to the rest of the world 
Country B will have an excess outflow of payments only when 
payments to the rest of the world exceed payments from the 
rest of the world One important new circumstance is mtro- 
duced Each country’s exports are now selling m competition 
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mi A stmtlar products of other countries, except for those few 
products on which the country may have a monopoly 

Now let us re-examme the situation m country 5 if it follows 
the rules of the game and allows its currency to contract and 
Its prices to fall when it has an excess outflow of mternational 
payments This procedure means a fall m costs and a fall 
in prices for its export goods Smce the country is m competi- 
tion with other countries, we may raise the presumption that 
the elasticity of demand for most of its export goods is far 
greater than unity Thus the fall m prices relatively to those of 
other countries will result in a great increase m volume of 
sales of export goods (Other countries presumably will not 
be able to sell the same volume of goods at the lower prices as 
they formerly did because they have not had the benefit of a 
fall in costs due to a currency contraction ) The expansion m 
the export industries will call for a greatly increased volume 
of employment in those mdustries This may not only offset 
other tendencies towards unemployment but, if the elasticity 
of demand for exports is great enough, it may re-employ many 
of those who previously happened to be out of work Thus 
the chief bogeyman (deflationary unemployment) feared by 
opponents of a fallmg price level is not present m this situation 
The beneficial effects of the fallmg price level may be seriously 
impaired, however, if the importing countries foolishly impose 
new higher tariffs in order to deprive themselves of the benefit 
of more goods at lower prices This pomts to one advantage of 
“trade agreements” which bind duties at existing rates, or at 
specified maximum rates 

Now let us re-examme the situation m country A, assuming 
that it follows the rules of the game and allows its currency 
to expand when an excess inflow of foreign payments occurs 
The chief danger that the stabilizers foresee is a temporary over- 
expansion of domestic industry which cannot be mamtamed 
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when the flow of excess payments ceases or is reversed We 
have seen that a simple attempt to prevent price rises may re- 
sult in a contmued mflow of foreign short-term mvestment 
funds The “undesirable” expansion could be avoided more 
easily if the expanded purchasing power were directed to the 
purchase of imported goods Insofar as the “new money” is 
spent for imported goods (a) no temporary rise m domestic 
prices will take place, and (b) the balance of payments will 
tend to be restored by the mcreased demand for foreign ex- 
change The most appropriate means of accomplishmg this 
end would be to empower the stabilization authority, not to 
sterilize foreign payments, but rather to make at least tem- 
porary tariff reductions whenever an excess mflow of payments 
occurs 

International Capital Movement and Foreign Investment 

The type of foreign loan which results m the greatest ad- 
vantage both to the country which makes the loan and to the 
country that receives it is a loan to improve the productive 
process in some product which the borrowing country is best 
fitted to produce A good example of such an investment 
might be the building of a railroad m some Central American 
country which will lower the cost of transportation of bananas 
to the seacoast The saving m cost will provide a means by 
which the Central American country can pay the interest on 
the loan at no sacrifice to itself and may very well be large 
enough to provide additional mcome above the mterest charges 
The people m the United States, on the other hand, will benefit 
by being able to obtam a greater quantity of bananas at a lower 
price than before It is not necessary, of course, for the entire 
amount of the interest to be paid in bananas As a result of 
the lower price, the Central American country may sell more 
bananas to England and then use bills of exchange on Eng- 
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land as a means of interest payment We may then use the 
English bills of exchange to obtam more good woolen cloth 

The type of foreign investment from which both the home 
and the foreign country profit least is the settmg up of foreign 
“branch factories” behmd a foreign tarifi wall Thus we put 
“protective” tariffs on Canadian lumber and paper and mineral 
products In return, Canada puts a protective tariff on Amer- 
ican automobiles In consequence, we find Canadian branches 
of American automobile companies established just across the 
river from Detroit in Sarnia and Windsor, Ontario Unit 
costs in the American factories are thus made higher than if 
the entire output weie produced m them and costs m the 
Canadian branch factories are much higher because the smaller 
market does not permit full utilization of mass production 
methods Capital and laboi both m Canada and the United 
States are misdirected to less productive uses as a result of the 
mutual tariff wall 

Short-term foreign loans by a country which has an excess 
mflow of payments to a country which has a purely temporary 
(perhaps a seasonal) deficit m its balance of payments may be 
a means of avoiding unnecessary fluctuations in exchange rates 
and prices Movements of capital from a country with a 
deficit balance of payments to a country with an excess inflow 
of payments are movements m the “wrong direction,” usually 
representmg a “flight of capital ” Such movements can best 
be avoided by the discontinuance by the deficit country of the 
mflationary policies which cause the flight of capital From 
the pomt of view of the country which receives the “fleeing 
capital,” this is the type of payment about which the strongest 
argument for “sterilization” can be made Smce most of this 
capital will return to its own country as soon as the “scare” 
passes, It cannot be safely used as a basis of expansion by the 
country which gives it temporary custody 
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Reciprocal Trade Agieements 

Although It contains some elements of bilateralism, the re- 
ciprocal trade agreements program represents the first attempt 
at a return to sanity m American tarifi policy in nearly twenty 
years Under tlie program, this country negotiates treaties 
with other countries in which we give duty reductions on 
certam of their products m return for duty reductions on some 
of our exports to them 

Some curious features may be noted in the negotiation of 
these treaties We are already bound by “most favored nation” 
treaties with many otlier countries whereby we are compelled 
to give them the same duty reductions as we give to any 
country under the new trade agreements If we were not 
careful, each duty concession which we gave under the new 
treaties might seriously impair our bargaining power to nego- 
tiate othei trade agreements with countries already on a “most 
favored nation” status One way of avoiding this which the 
negotiators have used is to grant concessions on those products 
only of which the other country making the agreement is the 
principal supplier to us In negotiatmg the British Trade 
Agreement, the Committee has gone even farther than this and 
introduced “price brackets” in order to avoid givmg the same 
concessions to Japan as we are giving to England until Japan 
IS also willing to make an agreement with us Thus the duty 
was reduced on high-priced fishmg rods, which England sup- 
plies, and no duty reduction was made on low-priced fishmg 
rods, which come from Japan 

Protests Against the Trade Agreements 

Each time the Trade Agreements Committee has a duty con- 
cession under consideration, the domestic manufacturers m the 
industry flock to Washmgton to protest against “the loss of 
mvested capital” which they say will result and the trade union 
leader? trot dutifully along to protest agamst “the loss of jobs 
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when American factories shut down ” Let us consider the 
merit of these protests 

It IS extremely unlikely that any real capital will be lost 
Plant and equipment will continue to be operated so long as 
the price of the product is above margmal variable cost Since 
few duties constitute more than 50 per cent of the selling price 
of the product, it is extremely unlikely that even complete 
abolition of the duty would reduce the price below the variable 
cost level Stockholders would lose dividends and bondhold- 
ers might lose some part of their mterest, but the plant would 
continue to be operated till it wore out The loss to stock- and 
bondholders is offset by the gam to all consumers of the 
product National mcome is not reduced, it is merely dis- 
tributed differently 

How about labor ? If plants are operated till they wear out, 
this will mean a period of ten or twenty years durmg which 
labor may shift mto the expandmg export mdustries which in- 
crease output as a result of tariff concessions gamed from other 
countries Meanwhile, the real mcome of all labor will be 
increasmg as a result of the lower prices resulting from each 
tariff concession 

These results will follow even under the worst possible as- 
sumption, that IS, that all firms are forced out of the industry 
in the long run as plant wears out Far more likely, however, 
only the most mefficient firms will be forced out of competition 
and the others will contmue to operate mdefinitely at some- 
what reduced profits 

TAe Gam from Trade Agreements 

The unthinkmg observer will attempt to measure the gam 
from trade agreements solely in terms of mcreased exports 
As a matter of fact, we will gam both from increased expoits 
and mcreased imports, the greater gam will come through 
increased imports Imports should mcrease more than cx- 
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ports in order to add to the real wealth and real income of the 
country W e are now “swapping” one |40 vacuum cleaner for 
about 100 pounds of sugar Perhaps, when we have more 
agreements, we may be able to swap two vacuum cleaners for 
250 pounds of sugar 
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Business Cycles 

V ARIOUS time senes which reflect changes m general busi- 
ness activity are available These may be smgle mdicators 
such as freight car loadmgs, electric power plant production, 
and steel ingot production, or they may be composite indexes 
such as the American Telephone & Telegraph Company’s In- 
dex of General Business Conditions, the Federal Reserve 
Board’s mdex of industrial production, or the Cleveland Trust 
Company’s index 

Any of these time series, after seasonal movements within 
the year and long-run trend have been eliminated by various 
statistical methods (as they are removed m the composite in- 
dices mentioned above), exhibit a more or less regular wave- 
hke movement when plotted on a chart This wave-hke move- 
ment we call the busmess cycle 
Writers on busmess cycles call the phases by different names 
J A Estey calls them expansion, recession, contraction, and re- 
vival ^ Some other authors call them recovery, prosperity, reces- 
sion, and depression A fifth phase, that of financial panic, may 
accompany some cycles and not others, and when it does occur, 
it is not always m the same position in the cycle 
After some origmatmg force, variously identified by the dif- 
ferent theories of the cause of business cycles, expansion starts 
This phase is characterized by mcreases in the volume of bank 
credit and its rate of circulation, mcreases in employment, m 

^ Estey, J A, Busmess Cycles ^ Prentice Hall, Inc, New York, 1941 
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profits, m wages, and by changes in the demand for capital 
equipment^^ince the greatest additional employment m this 
phase IS in the “heavy industries” or capital goods mdustries, 
the wages spent are apt to cause the prices of consumers’ goods 
to rise more rapidly than other prices »/ 

Estey defines tlie recession as the turning pomt during which 
the forces that make for contraction finally win out over the 
forces that make for expansion Costs have already caught up 
with profits m some lines and passed them in some others 
There is unloading in the stock market, stram and some con- 
traction in bank credit Prices start to decline Production 
may continue for a while, but much of it is on a variable cost 
rather than a total cost basis Whether there will be a panic 
depends upon the nature of the preceding rise, partly on market 
news Items and die way they are played up, and partly on the 
banks themselves 

Contraction is characterized by a rapid decline in output and 
employment Capital goods suffer the worst and consumers’ 
goods the least There is a fall m average prices, caused partly 
by liquidation of inventories, partly by reduction m bank credit, 
and partly by postponement of buying m the expectation of 
further decline or fear of loss of employment Costs and price 
relationships are distinctly out of line 
Revival is characterized by leveling out of previously falling 
prices As inventories are gone and must be replenished at 
levels that cover costs, the motives to price cutting cease Con- 
sumers’ durable goods are wearmg out and need replacement 
Some costs begm to fall Union wage rates may be cut actu- 
ally if not nominally by less msistence on working rules Peo- 
ple begin to buy “to avoid the rise” and revival is under way 
There are a great many theories of the causes of busmess 
cycles. These may be roughly classified mto groups 

1 Real causes 
2. Psychological causes. 
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3 Monetary causes 

4 Underconsumption theories 

5 Savings and mvestment 

Under each of these headmgs may be found anywhere from 
three to a dozen theories by different authors Merely to give 
an adequate brief digest of each of these tlieories would take 
up most of this book Such books have already been written 
by Professor von Haberler and Professor Estey I shall there- 
fore confine myself to a discussion of only two theories, which 
I have selected because I thmk that they are among the best 
and because they fit well together 
The business cycle represents a departure from equilibrium 
conditions Therefore, if we are to find a cause for the busi- 
ness cycle, we must take as our starting point an assumed con- 
dition of complete equilibrium m the economic system and 
then explam how this is disrupted by the cause or causes we 
find To start our analysis m a period of depression, with 
unemployment and unused resources on hand, would only 
cause us to reason m a circle Depression, unemployment, and 
unused resources are the result of a past cycle We cannot 
take them for granted but must explain how they came to be 
In our economic system as described in the earlier parts of 
this book, every departure from equilibrium conditions should 
merely give rise to a new set of equilibrium conditions to 
which the economic system should more or less rapidly ad- 
just Itself, and each disturbance should carry with it the seeds 
of Its own readjustment For example, if the price of a par- 
ticular product IS too high, resulting m a rate of returns which 
IS higher than that to be obtained m other lines, additional 
competition will be attracted into the field This competition 
will affect the situation m two ways first, by lowering the 
selling price due to the increased supply of the product, second, 
by raising the costs due to competitive biddmg for labor, for 
raw materials, and for loanable funds. Rising costs and falling 
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selling prices would then bring about a situation in which the 
rate of earnings in this industry is no higher than m others 
and further expansion should cease 

Before starting a new firm m an industry, intelligent busi- 
nessmen will attempt to take mto account the effect which 
their own addition to the supply and that of their competitors 
will have on the market price Their guide, then, is not pres- 
ent quantities demanded” in physical units (as some writers 
would seem to imply) nor even present prices It is fore- 
casted future sellmg prices This allows room for errors of 
forecastmg as an explanation of the business cycle However, 
such reasoning would ignore the second element m the situ- 
ation which we have mentioned Rising costs, by decreasing 
prospective profit margins, should discourage further addi- 
tional firms from entermg the industry, long before the prod- 
uct of the first additional firms comes to the market to depress 
the sellmg price Each new firm which enters the mdustry 
(and each expansion of productive capacity by old firms) 
should thus cause estimates of future prices to be revised down- 
ward, and should cause an immediate rise m costs Under 
such a situation, some slight overproduction might result in 
a few Imes because of errors m forecastmg, but certainly noth- 
ing like the violent disturbances which we know as business 
cycles 

In the business cycle, however, we are confronted with a 
situation m which disturbances from equilibrium, mstead of 
leading to rapid readjustment, give rise to further deviations 
from equilibrium, m which price rises lead to further price 
rises, m which large numbers of commodities advance m price 
at the same time, in which periods of abnormally high prices, 
instead of being followed by equilibrium prices, are followed 
by periods of abnormally low prices Where are we to find 
the explanation for this? It may be found m two elements 
which were ruled out by our assumptions in the supply and 
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demand discussions of previous chapters — m innovations, and 
in the changes m the quantity of money, and the maintenance 
of artificially low mterest rates by the banks 

Innovations 

An innovation^ may consist of (1) the introduction of a 
new product, (2) the mtroduction of a new method of pro- 
duction for an old product (either by new machinery or by 
a previously untried method of organization of the factors of 
production), (3) the opening of a new market, (4) the de- 
velopment, or acquisition, of a new source of raw materials, 
(5) a substantive change in the organization of business (for 
example, the organization, or breakup, of trusts or cartels) 

These changes give rise to substantive changes m the data 
on which busmessmen base their calculations Until the m- 
novation has had time to be absorbed into the economic sys- 
tem and the system has adjusted to it, the old rules for ad- 
justing production to consumption will no longer work In- 
stead of being able to take costs and selling prices as given 
data and adjusting output to them, businessmen find that costs 
are changing contmually, rapidly, and often without notice 
Instead of a single shift m the demand curve to which output 
must be adjusted, they are confronted with a succession of shifts 
m the demand curves for tlieir product, and with little indica- 
tion of what the final position will be 

To understand this better, let us trace the course of an in- 
novation, say, the mtroduction of a new product Remember 
that we start from an equilibrium position with no unemploy- 
ment and no unused resources (The effects of unemploy- 
ment and unused resources will be considered later ) First of 
all, the new mdustry must have plant and equipment To 
make this plant and equipment, labor and other resources will 


2 The innovations theory of the business cycle as explained here is that of Professor 
Schumpeter, but he should not be held responsible for my statement of it 



BUSINESS CYCLES 


657 

be withdrawn from the old industries where they have been 
employed This will tend to increase the costs of the old in- 
dustries It will also decrease the amount of the old prod- 
ucts, since the labor and resources are no longer employed m 
makmg them To obtain the labor and the resources, the 
founders of the new industry must have money capital More- 
over, they must pay more for resources and for laborers than 
these factors have been earnmg in their previous employment 
in order to attract them away from the old industries and into 
the new one Let us assume that the new money capital is 
provided by the creation of credit by the bankmg system ® The 
demand in terms of money foi the old goods will now be 
greater than before (The workers who are building the new 
plant, and the owners of the other resources, will want the 
same goods that they formerly purchased and will have more 
money with which to buy them ) Thus, supply of the old 
goods is decreased and demand is mcreased, both tendmg to 
cause the prices of the goods to rise There is no reason to ex- 
pect that the mcreases m demand and in costs will be felt 
equally by all the old industries Those old industries, the de- 
mand for the products of which rises more rapidly than pro- 
duction costs, wdl thus be making an abnormal profit and will 
themselves be motivated to expand To the extent that they 
borrow from banks in order to do this, the inflationary effect 
upon prices and the bidding up of costs m order to obtain re- 
sources IS magnified 

Once the first firm in the new mdustry has demonstrated 
the possibihties of the new product, a host of imitators will 
enter the new business, eager to take advantage of the pos- 
sibilities for profit m the makmg of the new product (for m- 
stance, one company brmgs out an electric refrigerator, and 


S If innovauons were financed out of real savings, their rate of intoduction would 
have to be far less rapid Furthermore, without the inflauon caused by created credit, 
the disturbances of the price structure would be far less severe than they are 
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other companies, seeing how well it sells, bring out competing 
refrigerators) The effect of the actions of these imitators will 
be to magnify the disturbing effects of the innovation as indi- 
cated above A period of “prosperity” is then in full swing 

What happens next? As the factories are completed and 
the new product starts to appear on the market, it competes 
with the older goods for the consumers’ dollar To the ex- 
tent that the public buys the new product rather than old 
ones, demand for the old products is decreased As the inno- 
vating firms start to repay bank loans out of profits, quantity 
of money is decreased, making for a deflationary effect upon 
prices, and decreasmg the demand for goods in terms of money 
still further As the old firms find the demand for their prod- 
ucts decreasing, they will lay off workers and use the money 
to repay bank loans, rather than to renew the loans and keep 
the same number of workers The unemployed workers will 
not buy the same quantity of goods that they did before, and 
so demand for goods is still further decreased We are in the 
“vicious spiral of deflation ” 

Business Depressions 

The depression can best be understood as an attempt of the 
economic system to readjust itself to the new equilibrium con- 
ditions caused by the presence of the innovation The new 
product must be incorporated in the economic system at an 
equilibrium price and output, hence the older industries must 
become adjusted to new equilibrium prices and outputs based 
on the presence of the new product in the market The depth 
of the depression is not conditioned by the disturbances caused 
by the innovation alone, but is more attributable to other causes 
that vary in intensity from one busmess cycle to another Some 
of these causes are 

1 The extent to which the mnovation is introduced before 
the previous cycle has run its course and before readjustment to 



BUSINESS CYCLES 


659 


the previous cycle has been accomplished Thus, if the innova- 
tion IS mtroduced in the depression phase of the previous cycle 
(before full equilibrium has been attained), many firms that 
are doomed to eventual extmction will be given a new “breath- 
ing spell” Those prices which should have fallen to bring 
about readjustment will be prevented from falling The shifts 
of labor from one industry to another required for equilibrium 
adjustment will not yet have been completed For these rea- 
sons, the “premature” appearance of a new period of prosperity 
involves not only its own maladjustments but also carries over 
to the next period of depression some of the maladjustments 
which should have been corrected by the previous depression 

2 The extent to which bank credit has been expanded in 
the period of prosperity The greater the expansion of bank 
credit has been, the more rapidly some prices will have risen 
relatively to others in the period of prosperity, and conse- 
quently the greater the amount of readjustment that will be 
necessary to bring prices mto line with each other again Fur- 
thermore, the greater the amount of speculative overbuymg 
that has been financed by bank credit, the greater the possibility 
that these loans will not be repaid as prices fall, and conse- 
quently the greater the dangers of bank failures and financial 
panic 

3 The nature of the competitive impact of the mnovation 
If the demand for a new product is at the expense of a de- 
creased demand for all other products m general, then the loss 
of demand felt by each of the old mdustries will be compara- 
tively mild, and the readjustment may be easily accomplished 
(Only one or two firms need leave the industry for equilibrium 
to be restored, or perhaps excess capacity can be reduced merely 
by curtailing maintenance expenditures and not replacing some 
capital goods as they wear out ) On the other hand, if most 
of the competition of the new product is confined to a very 
few of the old mdustries, large numbers of firms in these mdus- 
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tries will have to go out of business with consequent heavy losses 
of invested capital Moreover, to the extent that the old indus- 
tries losing business are concentrated in particular localities, the 
unemployment of labor due to labor immobility will be more 
serious than if it had been spread thinly over the entiie country 
or the entire world Likewise, to the extent that unemploy- 
ment IS concentrated among workers of the same specialized 
skills. It will be more difficult for them to be reabsorbed than 
if the unemployment was diversified among workers of many 
different skills 

4 The longer the construction period required by the in- 
novation, the more violent is the necessary readjustment likely 
to be When the plant and equipment for the mnovation can 
be built fairly quickly, the new product will start to appear on 
the market and force readjustment before extreme maladjust- 
ments have had time to develop When, however, the equip- 
ment for the new mdustry requires a long number of years to 
construct (for example, a railroad), the whole economic sys- 
tem tends to become adjusted to the temporary demands of the 
construction period Then, when the construction period has 
ended and the shifts in demand occur, a far more extensive re- 
adjustment will be called for 

5 Closely allied to Point 1 above is the factor which has 
been so well explamed by Professor Schumpeter, that of im- 
proper selectivity in the granting of bank loans m the peiiod 
of depression If the banks follow tlieir usual procedure, two 
classes of firms will find it easiest to secure loans in the depres- 
sion period those that have a large proportion of their own 
capital mvested m the busmess, and those that have the best 


^ Professor Schumpeter has developed an interesting theory of the connection between 
“major innovations” and ‘ long waves, ’ and ‘ minor innovations” and “short cycles ” 
However, it is one of the virtues of Professor Schumpeter s theory that, while it can 
explain such periodicity as does exist, the theory itself is not .dependent on periodicity 
for Its validity 
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reputation for repaying their loans in the past But some of 
these may be the very ones that will eventually be forced out 
of competition by the mnovation If these firms are tided 
over the period of depression by the granting to them of bank 
loans, their failure may be delayed until the next depression 
period, to the severity of which this delay m adjustment will 
contribute In a period of depression following an innovation. 
It may be extremely difficult for the banks, or anyone else, to 
determine how much of a firm’s loss of busmess is purely a 
depression loss which will be recovered when general business 
conditions improve, and how much is a permanent loss due to 
competition of the innovation 

Additional Credit Theory 

An alternative, although not contradictory,® theory of the 
business cycle as developed by Professor F A von Hayek runs 
in terms of monetary causes, and changes in interest rates ® 
We found in the discussion on distribution that one of the 
conditions of equilibrium is that the marginal products of fac- 
tors of production must be equal to their prices In the case 
of money capital, another way of stating this prmciple would 


® Professoi Schumpeter makes credit creation an integral part of his theory He 
would, however, insist that deliberate lowering of the “market rate of interest or 
expansion of currency as a political fiscal policy comes under the heading of “non- 
economic causes ” Professor Hayek, while recognizing innovations as one of the most 
important causes of changes in the “natural rate of interest, ’ would hold that innova- 
tions cannot explain the cycle without a substantive monetary explanation, and would 
insist on the importance of declines in the market rate of interest as a sufficient orig- 
inating cause of a cycle sui generis There are many other differences m exposition 
which may be considered more than mere differences in emphasis Nevertheless, the 
two theories are not irreconcilable but are both important contributions to the under- 
standing of a difficult subject 

^The statement of the theory which follows is an oversimplification For a full 
statement of Hayek s views, see Monetary Theoiy and the Trade Cycle Harcourt, 
Brace & Co , New York, 1932, and Pnees and Pioduction George Routledge & Sons, 
Ltd , London, 1931 His article. The Paradox of Saving,” Economtea No 32, May, 
1931, besides being a masterly criticism of the fallacies of underconsumption theories 
for the business cycle, will prove an aid in the understanding of the thesis of his 
two books 



662 


BUSINESS CYCLES 


be to say that the rate of return which is being earned by in- 
vested funds must be equal to the market rate of mterest This 
equilibrium may be disturbed by either (a) a rise in the rate 
of return on mvested capital (the most probable cause of which 
IS mnovations) or (b) a decline in the rate of interest charged 
by lenders (the prmcipai lending agencies bemg, of course, the 
banks) Whether caused by (a) or (b), this discrepancy be- 
tween the rate which can be earned by using capital in business 
and the rate which must be paid for its use is a motive for busi- 
ness expansion involving both an increased demand and higher 
prices for capital goods, and an increased demand for funds 
with which to purchase the capital goods and with which to 
finance their manufacture 

As we have seen m the chapter on mterest, if the mcreased 
amount of loanable funds were obtainable from savers only, the 
rate of interest would have to rise to compensate for their in- 
creasmg rates of time preference and their consequent increas- 
mg reluctance to loan greater proportions of their incomes If 
the market rate of interest did so rise, the expansion would be 
curtailed very quickly and a new equilibrium pomt would be 
reached because (a) the mcreased prices of capital goods and 
the mcreased mterest charges would soon bring the cost of 
using capital goods up to the pomt where it equalled the ex- 
pected rate of return, and (b) the higher mterest charges and 
higher labor costs (necessary to draw workers away from con- 
sumers’ goods industries) would soon bring the cost of manu- 
facture of capital goods up to the pomt where it was equal to 
the higher prices of capital goods 

As we have seen m the chapters on money and banking, 
however, die amount of loanable funds can be expanded by 
created bank credit, and m the usual course of events this is 
the case When this occurs, it is not necessary for the rate of 

Cf Hayek’s Monetary Theory and the Trade Cycle, p 209, for a discussion of 
the natural rate of interest 
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interest to rise as rapidly as it would if new savings were the 
only source of credit In the competition by the banks to make 
use of their idle lending capacity,® the rate of mterest they 
charged will rise very slowly, if at aU, durmg the early part 
of the period of expansion Furthermore, the cash balance 
theory teaches us that this expansion of bank money will re- 
sult m disproportionate price rises which will in themselves 
be the motivation for overexpansion and speculative activity 
m many lines 

During all the period when mterest rates are kept artificially 
low by the expansion of bank credit, many projects are un- 
dertaken which would not be advisable at higher rates of in- 
terest But these low interest rates cannot be mamtained for- 
ever Eventually a dramage of cash will force the banks to 
take heed of their reserve ratios New loans will be discour- 
aged by a higher rate of mterest and old loans will not be 
renewed The demand for capital goods which was moti- 
vated by low mterest rates and financed by bank credit will 
now decline Capital goods manufacturers will curtail out- 
put or close down, and the spiral of deflation will begin 

Forced Saving 

Since f Diced saving plays an important role not only m the 
theories of Schumpeter and Hayek but m the writings of many 
other modern theorists (for example, D H Robertson and J M 
Keynes), we will do well to understand it thoroughly We 
can grasp the nature and significance of forced saving best 
by contrasting it with “voluntary saving” When you save 
voluntarily, you do so by not spending all of your mcome on 
consumers’ goods Thus, you save both money and goods 
For yourself, you save the money you did not spend, for the 
community, you save the goods you did not buy. Conse- 

® Remember that expansion of credit by one bank provides a basis for expansion of 
credit by the others, so long as they ' keep m step ‘ m expandmg credit together 
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quently, when you lend the money to someone who uses it to 
hire workers to make producers’ goods, the workers take the 
money which you did not spend and spend it for the goods 
you did not buy There is thus no tendency for the prices of 
consumers’ goods to rise To state the proposition in a differ- 
ent way the withdrawal of workers from the making of con- 
sumers’ goods in order to make producers’ goods decreases the 
supply of consumers’ goods But the fact that you refrain 
voluntarily from buymg consumers’ goods means that the de- 
mand for consumers’ goods m terms of money is likewise de- 
creased Decrease m supply is offset by decrease m demand, 
so that prices do not necessarily rise Furthermore, as long 
as you and other people contmue to save the same amount 
(and lend it), the demand for producers’ goods will remain 
unchanged and there will be no need for the producers’ goods 

factories to shut down (as we found to be the case when bank 
^ I 

credit was curtailed) 

What IS the situation under forced savmg? The banking 
system lends created credit with which to buy or manufacture 
producers’ goods Workers are withdrawn from consumers’ 
goods mdustnes, and the supply of consumers’ goods is de- 
creased as before However, since we presume you are not 
savmg voluntarily, your demand for consumers’ goods will 
not have decreased On the other hand, the mcreased quan- 
tity of bank money placed m the hands of the workers will 
mean an increased demand for consumers’ goods in terms of 
money To the extent that you and other people have fixed 
incomes, you will be deprived of goods by the higher prices 
This is what is meant by “forced savmg” You do not save 
money but, although you spend the same amount of money, 
the higher prices of goods prevent you from consuming as 
much as you did before These goods (or rather the services 
of factors of production) which you involuntarily refrain from 
consuming are then available for consumption by the workers 
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who make producers’ goods This is not an equilibrium situ- 
ation As soon as possible, you and the others who have been 
deprived of goods will attempt to secure an mcrease m your 
mcomes (when contracts expire, higher salaries will be insisted 
on, when leases expire, higher rental will be demanded, and so 
on) As your incomes increase, you will try to buy the goods 
of which you have been temporarily deprived by the high 
prices 

This increased demand will cause tlie consumers’ goods in- 
dustries to bid competitively for workers and raw materials, 
thus raising costs in the producers’ goods mdustries Still 
more important, as the limits of bank credit expansion are 
appioached, interest rates will rise rapidly Thus, the longer 
the productive process before goods can reach the consumer, 
the greater will be the burden of increased costs imposed by 
the higher mterest charges In the face of higher mterest 
charges, possibilities for profit will exist only in the makmg 
of consumers’ goods by the shortest means possible New proj- 
ects requirmg a long time for their completion will no longer 
be undertaken, and work may even cease for a time on par- 
tially completed projects The construction, machine-tool, and 
similar industries, feeling tlie declme m demand for their prod- 
ucts, will start to lay o£F workers The loans granted for many 
long-term projects will prove to be unsound, and banks '«vill 
start to contract credit in a struggle for liquidity In conse- 
quence, workers will be released from the producers’ goods 
industries faster than they can be reabsorbed by the consumers’ 
goods industries The unemployed workers will buy fewer 
goods and the consumers’ goods mdustries m turn will suffer 
from reduced demand, although not so seriously as the pro- 
ducers’ goods industries Recession and depression ensue un- 
til different prices and costs can be readjusted to each other 
on a workable basis 

To complete another phase of our analysis, let us return to 
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tKe situation under voluntary saving When the producers’ 
goods (the construction of which has been financed by vol- 
untary saving) are completed and start to yield a result in 
the form of consumers’ goods, the mcreased amount coming 
on the market will tend to cause the price of consumers’ goods 
to fall However, smce no distortion of the price system 
through the expansion of bank credit has taken place, such 
a declme in price would have been anticipated before the con- 
struction of the capital goods was undertaken Businessmen 
would have taken mto account the effect of a lower price for 
a larger output, and would not have ordered the capital goods 
unless the lowering of costs would be sufiicient to offset the 
expected declme m price This sort of decline in price would 
thus be merely a required equilibrium adjustment and not a 
serious disturbance to the economic system Indeed, the vir- 
tues of improvements m production which lower costs, and 
of the consequent competition which lowers selling prices, are 
extolled by all of the orthodox economic writers 

I 

Stahilization of the General Price Level 

Now, however, suppose that these prices are fallmg owing 
to decreased production costs The authorities of the bankmg 
system, noticmg the declme in the average or “general” price 
level, say to themselves “A fallmg general price level is bad 
It will discourage busmess We must keep the price level up 
To do so we must expand the currency The easiest way to 
expand the currency is to lower discount rates, which will en- 
courage borrowing and put more bank credit mto circulation ” 
What happens if this policy is adopted ? The lowered interest 
rates will encourage the production of still more capital goods, 
resulting m a still greater output of consumers’ goods, agam 
startmg to cause a fall m the price level, so that a still greater 
expansion of credit is required to keep the price level from fall- 
mg Obviously this process can be contmued only until the 
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absolute linuts to bank credit expansion are reached Mean- 
while all of the disproportionalities, which we discussed under 
forced saving and in the chapter on money, will have developed 
Thus we may see that the maintenance of a stable price level 
when costs are fallmg is really a form of concealed inflation 
It IS only m these terms that the situation in the United 
States from 1923 to 1929 can be understood ° We had an ex- 
traordmarily stable price level from 1923 to 1929, but the col- 
lapse of 1929-33 demonstrated the tremendous amount of un- 
sound credit on which it was based Whether we have learned 
anything from the experience and whether it will be politically 
expedient to put our knowledge mto practice, only time can 
demonstrate 


® From a statistical point of view, the inflation was even more “concealed’ than we 
have indicated It was to be found mainly m the increase of “time rather than of 
“demand” deposits, although demand deposits did increase by a considerable amount 
During this period, because of the lower reserve ratio required on time deposits, many 
banks urged their customers to transfer their idle demand deposits to time deposit 
accounts When the idle demand deposits were then replaced by active demand de- 
posits, the increase in velocity of circulation ’ was considerable Moreover, since the 
requirement of 15 days notice before withdrawal of time deposits was waived by most 
of the banks, the ume deposits themselves became in effect demand deposits for many 
purposes 
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Economic Planning in a Socialist State 

present chapter is not an attempt to “evaluate” social- 
ism It merely represents an effort to analyze the prob- 
lems which would confront a plannmg board trying to organ- 
ize an economic system based on socialist standards of welfare 
and conforming to socialist prmciples Any innuendos either 
in favor of or agamst socialism are the reader’s own, and are 
not intentionally the author’s 

In recent years socialism has come to have almost as many 
different meanmgs as there are different mdmduals who at- 
tempt to explam its doctrines As a startmg point for our pur- 
poses, the best definition is the one given by Professor Pigou ^ 
“A socialized industry is one in which the material instruments 
of production are owned by a public authority or voluntary 
association and operated, not with a view to profit by sale to 
other people, but for the direct service of those whom the 
authority or association represents A socialized system is 
one the main part of whose productive resources aje engaged 
m socialized mdustries ” Further, Professor Pigou points out 
that while socialism abolishes pi ofits (in the sense of buying or 
hiring resources of production and selling the product at a 
price greater than cost), it need not abolish the profit motive 
if the latter term is used simply as a synonym for the motive of 
monetary gam 


1 Pigou, A C , Socialism Versus Capitalism, p 2, Macmillan & Co , Ltd , London, 
1937 Reprinted by permission of the Macmillan Company 
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A planned society is not necessarily a socialist society^ A 
scheme of central planning could be devised which would oper- 
ate to yield Its greatest benefits to a small aristocracy, to all 
native whites, to the leaders of a communist or fascist party, or 
to any other controlling group While m theory a socialist 
society might get along without much central planning, oper- 
ating simply as a collection of mdividually socialized industries, 
most contemporary socialists lay great stress on planning as an 
important feature of such a society 

The concept of plannmg cannot be dissociated from the end 
or purpose such plannmg is expected to achieve The vaguer 
Utopians tell us that such plannmg should be for the “common 
welfare” and fail to give us any very definite standards of their 
concept of this ambiguous term It is possible, of course, to 
decide the standards of common welfare upon the basis of a 
majority vote It is entirely within the realm of possibility, 
however, that under such a system the votmg of the majority 
(or of an effectively organized votmg mmority) might result 
m as much, or nearly as much, exploitation of mmority groups 
as exists m our present much-maligned system Some more 
definite statements of the socialist welfare formula have been 
“From each according to his ability, to each according to his 
need,” “Equal distribution of income,” and recently the more 
sophisticated, “The most equal distribution of income ,that is 
consistent with the greatest social net product ” It is not our 
purpose here to question the wisdom of these welfare concepts 
We are more concerned with the problems of the Socialist Cen- 
tral Pl annin g Board which is entrusted with the task of effectu- 
atmg them 

The basic problems confrontmg such a board are* (1) How 
much of each good shall be produced? (2) How are the re- 
sources of production to be allocated for the production of these 

2 See Mackenzie, Findlay, Planned Society Yesterday, Today, Tomonotu, Fren- 
tice-Hall, Inc , New York, 1937 
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goods? (3) How can the efhciency of any given production 
unit be measured ? (4) How much of the resources of produc- 

tion shall be devoted to the production of goods for present 
consumption and how much to goods for future consumption 
(capital goods) ? 

If equal, or nearly equal, mcomes are to be established, the 
present proportions m which goods are manufactured will 
hardly be more than a point of departure from which the board 
may start its calculations Steam yachts, mink coats, and other 
articles of “ conspicuous consu mption” would be definitely out 
of the picture for home consumption (It still might be desir- 
able to produce some of this type of goods for export if other 
countries are capitalistic caviar and sables are important ar- 
ticles of export from Russia ) In place of these goods there 
would need to be a tremendous expansion m some of the more 
common articles of consumption How shall the various quan- 
tities of these goods be determmed ? 

Assume that the board should happen to make a fairly good 
statistical estimate of the total amount of each good required 
There is still the problem of distnbutmg these goods Ration- 
mg does not seem to be an adequate solution for the problem 
Of some goods there would not even be one apiece to go around 
(automobiles for example) Even for other goods which 
might be more plentiful, rationmg would not achieve the great- 
est possible satisfaction for each individual One might prefer 
to have an additional suit of clothes rather than more shirts and 
shoes, while another would prefer to have more books or 
phonograph records Surely the Socialists who are so critical 
of mefSciency in our present system would not ask us to return 
to the crudities of barter to correct the faults of rationmg It 
would seem that some sort of money and price system would 
not only be more efficient but also, through allowing greater 
freedom of choice, would result m a greater total satisfaction 
Goods that were scarce relative to the demand for them could 
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be priced high and other goods, of which there was a greater 
quantity available, could be priced low The buyers’ responses 
to these prices would then serve as a guide to expansion or con- 
traction of production of various goods m subsequent periods 
The chief criticism of capitalist price structure from a welfare 
point of view is that it reflects differences in incomes as much as 
or more than it does differences m desire for the product 
With a more nearly equal distribution of mcome it would seem 
that the prices which people were willmg to pay would be a 
fairly accurate mdication of the desire for the product 

Even with a price system the problem is by no means simple 
In addition to the desire for each good, the prices set should 
take account of the social cost involved in its production The 
social cost of production of any unit of a good will be the 
amount of the most valuable alternative product that could 
be produced with the same resources Smce the socialist sys- 
tem IS presumably rulmg out profits, equilibrium for an indus- 
try would be established at the pomt where average revenue is 
equal to average social cost 

The magnitude of the task of the plannmg board is occa- 
sioned both by the number of prices which must be set and by 
the fact that these must be set with reference to each other, that 
IS, there must be a general equilibrium solution Under cap- 
italism the individual firm is more or less able to accept the de- 
mand curve for its product as given data (possibly to be al- 
tered by advertising) , the cost elements are also given data for 
the vast majority of firms With our plannmg board, how- 
ever, the prices which it sets for all other products will be an 
important element m determinmg the demand for any one 
product, the prices set for other products will be the basis for 
im puting the value of labor and capital used in their produc- 
tion This value of labor and capital will then, in turn, be the 
cost data upon which the output and price of any smgle com- 
modity must be adjusted To solve the problem at one fell 



672 ECONOMIC PLANNING IN SOCIALIST STATE 


swoop would require the solution of thousands of simultaneous 
equations (possibly with the number of unknowns exceeding 
the number of equations) Even if the socialized state were 
a static state, the ideal solution could be reached only after a 
long process of trial and error The Socialists, however, are 
insistent that socialism will not be a bar to technological prog- 
ress so that these problems must be solved not for a static, but 
for a dynamic state The solution to the pricmg problem and 
the balance between the production of different goods is ad- 
mittedly faulty under capitalism There is little ground for 
arguing that socialism would improve upon it According to 
Professor Pigou, “What is needed to improve on it, is not will, 
but knowledge The relevant knowledge is of a sort that we 
do not at present possess, and the eventual wmnmg of which 
IS no more likely under the one system than under the other ” ® 

Allocation of Resources 

The allocation of resources is, of course, dependent upon 
the decision of the relative quantities of goods to be produced 
However, certain other problems are also present The alloca- 
tion of labor possibly presents more difficulties than any other 
factor Workers may be allowed their own choice of occupa- 
tion as far as is practicable, but it is still extremely unlikely that 
the number of workers who desired to enter any particular 
occupation would exactly correspond to the required number 
If equal wages are to be the rule, excess numbers would have 
to be weeded out of the overcrowded occupations by some arbi- 
trary decree and workers would have to be forced into the em- 
ployments where there was a deficient labor supply by simi- 
larly coercive means It appears that the only way to avoid 
such arbitrary action would be to pay higher wages m the 
understaffed occupations and lower wages for those m which 
the labor supply was m excess Whether this would be too 

® Pigou, A C f Somhsm Versus Capitalism, p 44« 



ECONOMIC PLANNING IN SOCIALIST STATE 673 


much of a compromise with the doctrine of equal mcomes is 
still a matter for debate among Sociahsts 

Certain occupations also require a much longer period of 
traming than others The state will have to decide which indi- 
viduals are to be selected for such training For some occupa- 
tions this selection may be done much better under socialism 
than under capitalism Previous school records may be made 
the basis for selection without the qualification of family 
wealth to cover the expense of education which exists in capi- 
talistic societies There is still bound to be a considerable mar- 
gin of error, however, the mere fact that a boy makes an “A” 
in begmning chemistry is no positive proof that he will be a 
competent physician or surgeon 

The costs of trainmg suggest an additional element m general 
cost calculations Those mdustries which are given highly 
trained workers must be charged with the cost of traming not 
only the workers actually used but also a proper pro rata share 
of the cost of trainmg, or partial trammg, of other individuals 
who have been “tried and found wanting ” If equal wages are 
to be paid to all workers, those who are selected for higher 
technical training should be paid, while they are studymg m 
the technical school (m addition to free tuition), a wage equal 
to that which they might otherwise be earning If higher 
wages are to be paid for the more highly tramed occupations, 
simply giving tuition and livmg expenses durmg the training 
period may constitute an adequate recompense and an adequate 
mducement Regardless of which system is used, the social 
cost of traming (which, in addition to the cost of runnmg the 
school, consists of the loss of otherwise possible productive serv- 
ices of students durmg the trammg period) will be about the 
same 

Unless some such form of cost accountmg is used to charge 
the various mdustries with the cost of trammg workers assigned 
to them, the calculaUons of the plannmg board are apt to fall 
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into serious error Those industries which ordinarily employ a 
greater proportion of skilled and trained men might easily be 
found to be turning out a greater value product than are other 
mdustries employing a similar number of less skilled workers 
This might lead to false judgments as to the relative efficiency 
of management m the two types of mdustries Worse still, 
It might lead the planning board to divert a greater amount of 
labor mto the skilled and tramed occupations than would be 
warranted by a proper balancing of properly calculated social 
cost and social product 

The allocation of resources other than labor may not be quite 
so difficult (assuming that the problem of determming the 
right proportions of consumers’ goods has been solved) The 
same price may be charged for raw materials to all industries 
which use them so that efficiency comparisons on this basis will 
not necessarily be distorted Other serious considerations are 
present, however If the industries are willing to take more 
than the present output at the established price, should the out- 
put of the mmes be expanded to accommodate the demand, or 
should the price of the materials be raised so as to exclude the 
least valuable uses^^ The’ decision here rests on the relative 
merits of conservation of resources versus present satisfaction 
of consumers’ wants The price cannot be set simply to cover 
the costs of extraction but must take some account of the “de- 
pletion” mvolved m usmg up exhaustible natural resources In 
the case of lumber the solution is fairly easy The “harvest” 
can be confined to mature timber and reforestation can be 
practiced to assure a fairly even annual supply In agriculture 
the best soil conserving practices can be adopted and a price 
sufficient to cover the costs of these practices may be sufficient 
to guarantee agamst soil depletion For irreplaceable mmeral 
resources the board has no such easy solution Under capital- 
ism the scarcest of these resources are generally under a con- 
siderable degree of monopolistic control The element of 
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monopoly profit m their price has a considerable tendency to 
check what may be too rapid consumption Under socialism 
the only check will be the wisdom of the board m weighing 
the relative merits of the claims of present and future genera- 
tions to the use of the resources 

Measurement of Efficiency 

We have already mentioned some of the general problems of 
efficiency measurement but there are some particular problems 
which deserve special consideration In the competitive parts 
of a capitalist economy at least a rough method is provided m 
the comparison of results of different firms which operate 
under more or less similar conditions Also, wherever com- 
petition is effective there are strong tendencies toward increased 
efficiency, regardless of whedier or not any efforts are made to 
measure efficiency Competition for the best land tends to 
force It into its most valuable uses (most valuable from a 
capitalistic vifewpomt, of course) Competition for the use of 
the most efficient laborers’ services may result m wages which 
are roughly proportional to the differences m efficiency Most 
important of all, the process of bankruptcy is continually at 
work to weed out the least efficient managers It is one of the 
most pertment criticisms of monopoly that these forces either 
do not operate, or operate much less strongly under monopoly 
than they do under competition 

In a socialist economy, although monopoly prices may per- 
haps not be charged, each mdustry will constitute a monopoly 
from the viewpoint of operation and management It follows 
that if the capacity of managers is to be measurfd so that the 
mefficient ones may be removed and replaced, there must be 
some method of measurmg the potenual productive capacity 
of the resources with which they are supplied A part of the 
problem with respect to labor might be solved by the adoption 
of the piece-work system of wages wherever applicable (In 
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addition to the actual wage, a system of family allowances 
might be made to give additional compensation out of general 
state funds to workers with dependents ) If some such sys- 
tem IS not used, and in places where piece-work is not appli- 
cable, some form of “accountmg labor cost” must be adopted 
which will charge the manager who is given highly efficient 
workers with a higher labor cost than the manager to whom 
less efficient workers may be assigned Much the same prin- 
ciple applies to other resources It would be obviously unfair 
to expect the manager of a collective farm in Montana to pro- 
duce the same yield of corn as is obtainable m Iowa or northern 
Illinois In accountmg, some consideration must be given to 
the element of economic rent even in a socialist economy 
Some form of reasonably accurate cost accountmg must be 
devised, not only to measure the efficiency of management but 
also to be used as a guide in the proper allocation of resources 
There are some jobs which are best adapted to take full advan- 
tage of the most efficient workers’ capacities In other jobs 
individual diffierences m labor efficiency may be only a neg- 
ligible factor m affectmg total output Obviously, if greatest 
production is to be achieved, the efficient workmen must be 
placed in those positions where their superior efficiency will 
have the greatest opportunity to affect the output 
Note that in the measurement of efficiency for the purpose of 
allocation of resources, the relevant criterion must be economic 
efficiency rather than mere technological efficiency Thus a 
given piece of land might be capable of producing a bale of cot- 
ton to the acre as compared to a national average of only half 
a bale The same land might be capable of producmg only 20 
bushels of corn to the acre as compared to a national average 
of 25 bushels If the national economy was m more pres sin g 
need for corn than it was for cotton, however, it might be 
advisable to use this land for corn rather than for cotton 
A very serious problem of efficiency-measurement presents 
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Itself where one industry is producing semi-finished products 
which are turned over to other industries for further fabrica- 
tion or for incorporation as parts in some other product If the 
price set for the semi-finished product is too high, the eflSciency 
of the primary producer will be made to appear greater than 
It actually is, whereas the other industries which use the prod- 
uct will be made to appear less efficient than they really are 
If the price is set too low, the comparison will be unfair m the 
opposite direction 

Balance Between Capital Goods and Consumers’ Goods 

Our plannmg board will have several types of decisions to 
make with respect to capital It must decide whether the 
existing capital equipment is to be reduced, maintained, or 
expanded Even on that portion which represents mainte- 
nance, It must be decided whether capital shall be apportioned 
among industries in the same ratio as it has been m the past or 
whether the capital equipment of some mdustries should be 
expanded and that of others contracted If it is decided to 
expand the total capital equipment of the nation, the decision 
must be made as to how this equipment is to be allocated 
among the old mdustries and what part is to be devoted to the 
establishment of new mdustries, if any The rate of capital re- 
placement must also be determmed Should old machines be 
used until they are worn out or should they be replaced by 
newer types of machmes as fast as new ones are mvented 

Perhaps the best approach to these problems is to work from 
the particular to the general If the principle of social cost is 
to be followed, each industry should be charged for the mam- 
tenance of the capital which it uses Such a charge may prop- 
erly be made a part of the price of the product It does not 
necessarily follow that maintenance charges must be used to re- 
place capital m the particular industry, changes m “demand” 
may mdicate that capital in this particular industry should be 
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reduced while in some others it is bemg expanded The main- 
tenance charge is necessary m all industries, however, to pre- 
vent an involuntary reduction m the total amount of capital 
equipment of society and to keep a proper cost accounting 
basis If It should actually be decided that the total amount 
of capital in existence was too large, then the mamtenance 
charges of all industries could be reduced by a flat percentage 
representing the desired amount of decrease 

In addition to the maintenance charges, some account must 
be taken of the fact that labor and other resources, if not used 
to make capital goods, could be used to make consumers’ goods 
by more direct processes This brings us back to the general 
question of the desirability of present goods versus future 
goods, or in other words, to the question of a social rate of in- 
terest The question here is whether this decision is to be 
made on an mdividual or a group basis One method might 
be the dependence on mdividual voluntary savings to provide 
capital Such saving might be induced by setting a rate of 
interest to be paid Immediately, however, we run mto some 
difiEculties If socialism prohibits mequalities of mcome due 
to inherited wealth, if it provides completely free public educa- 
tion, and if It reduces unemployment and cares for the aged 
and mfirm, many of the motives for saving which exist m a 
capitalist society will no longer be present Practically the 
only motive left for savmg is that provided by the mterest rate 
Itself, that IS, by the prospect of the mcreased amount of goods 
to be consumed by the same mdividual in the not-too-distant 
future It seems almost certain that, to induce any consider- 
able amount of saving, this rate would have to be extremely 
high 

An mterest rate does not solve the problem It merely al- 
lows individuals to save or not as they see fit and to govern their 
savmgs by the amount of the mterest rate as it appeals to them 
The decision is still up to the planning board. If it thinks 
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that a large accumulation of capital is desirable, it will set 
a high interest rate, if not, it will set a low one 
It IS not necessary for the socialist state to pay interest in 
order to obtam capital equipment (Strict Marxist theory re- 
gards interest with horror as an “unjustified” return ) The 
state could simply assign workers and resources arbitrarily to 
the industries producing capital goods Payment of money 
wages to the workers would enable them to buy their share of 
consumers’ goods in competition with other workers The net 
effect is a form of “forced saving” quite similar to that result- 
ing from the use of created bank credit under capitalism 
Even though there is no such thing as a market rate of m- 
terest in the socialist state, some concept closely similar to it is 
necessary for figuring social cost and for the allocation of capi- 
tal goods to various mdustries When any mdustry receives 
capital goods (either for addition to total capital or for re- 
placement), It means that the community has had to go with- 
out the present consumption of such consumers’ goods as might 
have been produced if the labor and resources had not been 
used to make these capital goods Therefore, capital should 
be put to only those uses m which it can yield a return in social 
value which will be sufficient to compensate for the postpone- 
ment of consumption as well as for the cost of production of 
the capital goods This compensation for the postponement 
of consumption is really a social rate of mterest Thus, al- 
though the board does not pay a rate of mterest, it is com- 
pelled to charge one for proper accounting purposes If savmg 
IS not voluntary on the part of individuals, the state must oper- 
ate on the theory that the planning board is a better judge of 
the relative merits of present versus future consumption than 
the people are themselves 

Contrary to the opinion of many critics of socialism, there 
appears to be more danger that arbitrary decisions of a plan- 
ning board will result m too-rapid expansion of capital equip- 
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ment rather than that the expansion will be too slow En- 
gineers and technical experts in the various industries will al- 
ways be eager to adopt new machinery which, by purely en- 
gineering standards, is more efficient than the old machmes 
with which they are workmg The Russian experiment was 
confirming evidence of this Workers have been asked to “pull 
in their belts” for one Five-Year Plan after another m order 
to industrialize the country at what most observers believe to 
be too rapid a rate (In part this was due to the fear of not 
bemg able to obtain goods from capitalist countries In this 
the Russians displayed their ignorance of the businessman’s 
psychology, a communist dollar sounds as sweet to him when 
It IS rmgmg m the cash register as any other dollar ) In 
order for new machinery to replace old machmery or to be 
made as an addition ta total capital, the net gam m value of 
product added by the new machme must be sufficient to com- 
pensate for the postponement of consumption as well as for 
the other costs mvolved 

We still have not solved the problem of what should be the 
amount of the social rate of interest We have not found a 
proper welfare standard for balancing the merits of present 
consumption agamst future consumption One possible 
method might be to put the question to a popular vote, but 
this might casdy lead to too small an accumulation of capital 
People might vote to feed and clothe and house themselves 
well at the possible expense of provision for future generations 
The Socialist would, of course, answer that the difference in 
human nature under socialism would militate against this 
This, however, is an argument which the economist is not 
competent to answer 



CHAPTER XXXVII 


Economic Elanmng m a Totaktarian State 


T he immediate dilEculty in discussing totalitarian 
pl annin g is to find a proper statement of its objectives so 
that the planning may be analyzed in the light of possible at- 
tainment of the desired goals ^ In all the pronouncements of 
the leaders of these states we find the avowed aim of “aggran- 
dizement of the state” or “welfare of the state”, for example, 
“nothing outside or above the state, nothmg against the state, 
everything withm the state, everything for the state ” ^ It is 
difficult for most of us, however, to grasp a concept of the “wel- 
fare of the state” which is avowedly different from the “general 
welfare” of the individuals who compose the state We know 
how hard it is to measure or even to define “general welfare” 
m the ordinary sense of the term, how much more difficult, 
then, to frame a concept of the “welfare of an abstract creature 
called the state in whose advancement even the identity of the 
mdividual is supposed to be lost 
A few possible explanations offer themselves First, for the 
vague concept of the “welfare of the state we might sub- 
stitute “the development of the state as an efficient engine for 
waging war ” Such a statement would hardly be mconsistent 
either with the statements or the actions of Hitler and Musso- 
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lini It might be said further that such a concept involves the 
ability to wage a war of aggression rather than the mere de- 
fense of the state Waifa^e, however, would seem to be the 
antithesis of welfare, even for this nebulous creature called the 
state Even expenditures for defense consume, rather than 
create, national wealth and are regarded by most people simply 
as a necessary evil It seems to be fairly well established also 
that no nation has made a net profit on any territory acquired 
by war in recent years The “bloodless victories” of Germany 
over Austria and Czecho-Slovakia may appear to be exceptions 
to this If It turns out to be necessary to mamtam any large 
military force to keep these countries subjugated, however, it 
may prove that Germany could have made more by tradmg 
with these countries than by technically ownmg them 

There is one peculiar psychological basis for a military “wel- 
fare” concept Some individuals may derive great pride in 
being citizens of a powerful state which is respected or feared 
by other nations The theory behind this is that membership 
in a “glorious” group is a compensation for an individual m- 
ferionty complex Much the same phenomenon can be ob- 
served in college fraternity life and m supposedly more adult 
fraternal organizations The individual who wastes the most 
time bragging about his fraternity or his club is usually the one 
with the fewest personal attributes of which he can be proud 
as an mdividual We cannot dismiss this attitude too lightly 
The question is, though, how many people are so constructed 
that the satisfaction of this vanity will compensate for the lack 
of satisfaction of more material wants? How much butter-' 
and bratwurst will the German be willing to give up m ex- 
change for bullets and bayonets ? 

There is also another angle to the mihtary “welfare” concept 
Some mdividuals are so constructed mentally that they do not 
like to make decisions for themselves For these people, the 
regimentation of their lives under an army type of discipline 
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where most of the decisions are made for them, plus a reason- 
able amount of security, may offer an attractive rather than an 
unattractive mode of existence Even though these people 
may recoil from makmg decisions themselves, a considerable 
part of their happmess will depend upon how well the central 
authority succeeds m makmg decisions which are pleasing to 
them Agam we have the question of what proportion of the 
population IS of this mental type On the basis of the^e two 
aspects of military “welfare” we have a curious paradox The 
“all glorious state” is best adapted to the welfare of a nation 
of weaklings and mental misfits 
Another possible explanation presents itself The “welfare 
of the state” may be simply a smoke screen to cover the exploi- 
tation of the rest of the people for the benefit of a certam 
favored group (the Nazi leadership in Germany, the Com- 
munist party members m Russia) The fact that party mem- 
bership IS limited, although all totalitarian states have one-party 
governments and will tolerate no other parties, lends substance 
to this interpretation The claim of “actmg m the best mter- 
ests of the nation” is always considered good political strategy 
in any country It is, moreover, a comparatively easy process 
of reasoning for those m power to convince themselves that 
what IS good for them personally is good for the nation as a 
whole The chief difEerence between democracies and dic- 
tatorships m this respect is that democracies provide a ready 
means of “turnmg the rascals out” when the decisions resultmg 
from this form of mental astigmatism are m fact offensive to 
the majority of the people 

A distmction must be drawn here between totalitarianism 
as It exists in Russia and its manifestations in Italy and Ger- 
many Stalm claims repeatedly that the present techniques 
are simply a temporary expedient designed to prepare the 
people and the country for its ultimate goal of pure Marxist 
socialism It is somewhat difficult, however, to reconcile this 
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claim with the purges of the “Old Bolsheviks” whose principal 
offense is apparently a more strict adherence to Marxist doc- 
trme than that practiced by the Communist party under the 
Stalin dictatorship The longer the change to a pure social 
democracy is delayed, however, the less likely is the possibility 
, that It will be achieved by anything short of a revolutionary 
overthrow of the present leadership Fascist totalitarianism, 
on the other hand, makes the subjugation of the mdividual 
to the state a matter of avowed and permanent policy Judged 
by actions rather than by avowed claims, the difference be- 
tween the two forms is apparently steadily dimimshing Fas- 
cism ® started as the avowed protector of capitalism and private 
property. The devices of exchange control, compulsory car- 
telhzation, price-fixing, conscription of labor and similar 
measures have, however, left little semblance of capitalism as it 
exists in a free market and have meant much more impairment 
of the rights of private property than most other countries have 
exercised even m war time Russia, on her side, starting from 
a strictly communist ideology, has modified this with differen- 
tial wages, various forms of private property, and other char- 
acteristically capitalist devices We shall devote no further 
particular attention to Russia To the extent that she tries to 
operate on socialist Imes, the precedmg chapter gives an analy- 
sis of her problem If she turns toward fascism, as she may 
possibly do, the preseijt chapter will be more apphcable 

We still have not settled upon a statement of the fascist ob- 
jective In spite of other mterpretations which may be placed 
upon both the words and actions of leaders in the fascist states, 
let us consider as their objective “the development of the state 
as an efficient engme for waging war” We have the au- 
thority of Mussolini himself m considering this to be the 
fascist aim 

® The terms “fascism’' and ‘ fascist” as used in this chapter arc intended to desig- 
nate the systems prevailing in both Italy and Germany 
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And above all, Fascism, the more it considers and observes the future 
and the development of humanity quite apart from political considera- 
tions of the moment, believes neither in the possibility nor the utility of 
perpetual peace It thus repudiates the doctrine of Pacifism — ^born of a 
renunciation of the struggle and an act of cowardice in the face of 
sacrifice War alone brings up to its highest tension all human energy 
and puts the stamp of nobility upon the peoples who ha\e the courage 
to meet it All other trials are substitutes, which never really put men 
into the position where they have to make the great decision — the alter- 
native of life or death Thus a doctrine which is founded upon this 
harmful postulate of peace is hostile to Fascism 

But here again Fascism repudiates the conception of ‘economic’ 
happiness, to be realized by Socialism and, as it were, at a given mo- 
ment in economic evolution to assure to everyone the maximum of well- 
being Fascism denies the materialist conception of happiness as a pos- 
sibility, and abandons it to its inventors, the economists of the first half 
of the nineteenth century that is to say, Fascism denies the validity of 
the equation, well-being equals happiness, which would reduce men to 
the level of animals, caring for one thing only — to be fat and well-fed 
— and would thus degrade humanity to a purely physical existence ^ 

Judged as a system of preparing the state for war, the fascist 
plan offers many advantages The rigid discipline which pre- 
vails during peacetime means that no very great change in 
governmental controls will have to take place when a war 
actually occurs Giving preference to “essential industries of 
war” m obtainmg labor and raw materials during peacetimes 
tends to lessen the shock and confusion to the economic and 
mdustnal system m changing from a peacetime to a wartime 
basis Roads, railroads and other forms of transport are con- 
structed and operated, not with a view to maximum economic 
service in time of peace, but rather with a view to maximum 
strategic importance in time of war The mamtenance of a 
very large standing army plus a trained reserve, together with 
carefully rehearsed mobilization plans, allows the state to bring 


^ Benito Mussolini, The Political and Social Doctrine of Fascism, ’ in Mackenzie, 
Findlay, Planned Society Yf^Urday, Today, Tomorrow, Prentice-Hall, Inc, NeW' 
York, 1937, pp 803-805, 
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the maximum possible number of men under arms m the mini- 
mum length of time 

The technique of exchange controls plus subsidization of 
domestic production in essential mdustries tends to make the 
fascist state as nearly self-sufficient as national resources and 
national genius m mventing substitute goods will permit An- 
other advantage must be conceded to the fascist economics of 
warfare In a free market the attempt to expand the produc- 
tion of munitions by such great amounts would naturally lead 
to large increases in wages and prices of raw materials for the 
munitions industries The fascist state is not troubled in this 
manner It controls the labor unions and forbids them to ask 
for wage mcreases It may set maximum prices on domes- 
tically produced raw materials If the raw materials are im- 
ported, It may prevent “nonessential” industries from bidding 
competitively for them by denymg them the necessary foreign 
exchange with which to make purchases If not enough labor 
offers Itself at the fixed wage rates, the state conscripts labor 
to work on desired military projects Where the state can 
command it does not have to induce 

Currency mflation (carefully concealed as far as possible by 
exchange controls), together with the ability to fix maximum 
prices for certam goods, provides for a tremendous amount of 
what might properly be called “extra-budgetary taxation”, or 
we might call it “forced savmg” for military purposes If a 
free market were maintained, the attempt to raise the necessary 
funds for military expenditures by direct taxation might be 
sufficient to arouse the open hostility of even so phlegmatic an 
individual as the average German 

On the basis of the above considerations we must concede 
that the fascist system is magnificently designed for preparation 
for a “quick short war ” Even on the basis of war efficiency, 
particularly if the war is to be a long one, we may raise some 
questions concernmg the efficacy of fascist organization, The 
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morale of the people is considered to be an extremely important 
element by all of the experts m the art of war To what extent 
will the lowered standard of living (made necessary by the 
devotion of so much of the country’s resources for military pur- 
poses) be a contributory factor to reduced wartime morale? 
Simply to maintain themselves in power and to facilitate the 
acceptance of what would otherwise be unpopular decrees, 
the fascist leaders have made a greater use of propaganda and 
appeals to patriotism than has ever been witnessed in a peace- 
time state Will not the too-often repeated use of this mstru- 
ment have dulled its edge so that actual wartime propaganda 
will be melfective ? As the peacetime benefits of fascist organi- 
zation become increasingly and obviously confined to party 
members, and more particularly to party leaders, will not the 
resulting dissatisfaction tend to make a poor basis for national 
unity in time of war ? 

We must now turn to an appraisal of fascism as a program 
for peacetime economic planning In spite of the lofty dis- 
dam which Mussolmi and Hitler profess for the material thmgs 
of life (speaking themselves with full stomachs), the average 
Italian and the average German are probably still concerned 
with the standard of living which the regime gives to them 
In judging the ability of fascism to mcrease national wealth or 
national mcome or to provide a higher peacetime standard of 
livmg, we may be unfair to fascist leaders who specifically dis- 
avow such ends In deciding whether to adopt fascism for 
America, however, it might be perfectly in order to postulate 
some such criteria We do not need to fight an offensive war, 
preparation for defense is sufficient Therefore, the question 
as far as we are concerned is What has the technique of 
fascist control to offer in the way of solution for our peacetime 
economic problems ? 

At the very outset it must be conceded that a dictatorship is 
much better adapted for comprehensive central planning than 
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IS a constitutional democracy The plan can be worked out as 
a consistent whole and need not suffer the amount of compro- 
mises which are necessary to get legislation adopted by a demo- 
cratic legislature While the plan is m operation the only 
political compromises which need to be made are the minimum 
necessary to prevent a revolution Perhaps this means only the 
mamtenance of a suflSciently large police force, and keeping 
the police themselves contented All this implies, however, is 
that the dictatorship has power, it is not implied that it has the 
requisite knowledge to make the best plan or to administer it 

The minute that we advocate departure from the judgments 
of a free market in estabhshmg economic values, we are pos- 
tulatmg that the central authority has a better knowledge of 
what IS best for the common welfare than have the people 
themselves We found m the precedmg chapter some of the 
difficulties which this entails The Socialists are at least able to 
offer the claim that unequal distribution tends to distort the 
pricmg process Fascism is the avowed “protector of capital- 
ism” and so cannot promise equal mcomes Perhaps the fascist 
system aims simply to give us a “better” distribution of mcome 
rather than equal mcomes If so, what standards are there to 
deterrmne how such income should be apportioned? 

Fascism has, of course, offered us no plan of mcome distribu- 
tion The only obvious policy along these lines has been the 
attempt to “preserve small busmess ” Plannmg for this pur- 
pose, however, involves a negation of, rather than an increase 
of, economic efficiency Insofar as small businesses are effi- 
cient, unless they are actively hmdered, they wiU survive by 
themselves or grow mto larger busmesses which may be still 
more efficient The retention of mefficientj small busmess may 
involve considerable waste of national resources The use of 
the cartel system for this purpose, with fixed prices and produc- 
tion quotas, may prevent the weeding-out of mefficient business 
firms even m mdustries where the typical firm would continue 
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to be small la a free market (On this basis, anti-cham store 
and resale price maintenance legislation might be considered 
fascist measures ) 

One of the achievements of fascism that has attracted widest 
attention has been its apparent ability to reduce unemploy- 
ment What are the reasons for this reduction? They are: 
(1) The tremendous increase of expenditure for armaments 
and military purposes This reduces rather than increases 
national wealth (2) The mamtenance of a large standing 
army These men are consummg rather than producmg 
wealth (Whatever useful work is performed by the WPA 
and the CCC is a net gain as contrasted with this, yet we count 
them among the unemployed ) (3) The prevention of im- 

ports through exchange controls, resultmg m great expansion 
of certam domestic industries and particularly of domestic 
agriculture This has meant the diversion of labor into occu- 
pations where it is less efficient The statement of Hitler that 
Germany must “export or die” is a tacit admission of this 
The sum total of these measures simply shows that Germany 
has produced a smaller quantity of goods with more labor 
than would have been the case if this labor were efficiently 
applied She has not solved the unemployment problem, m 
one sense she has merely spread partial unemployment among 
all workers One other factor has operated to reduce unem- 
ployment Through state control of trade-unions it has been 
possible to prevent money wages from rismg with the cost of 
living, thus reducmg real wages 
This last point offers food for thought for the American labor 
movement If American umons are unable to set wages at 
which It IS economically possible to hire most of their members, 
there is some danger that “It can happen here Many stu- 
dents of tfie problem are convinced that the rise of Hitler m 
Germany was primarily a reaction against the too-rapid ad- 
vance of the German labor movement 
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Another Viewpoint on Fascism 

We have been under considerable diflSculty m the analysis 
of fascism, perhaps because fascism cannot be considered as an 
economic system m the same sense as socialism or capitalism 
In one sense, fascism may be regarded merely as the extreme 
expression of economic nationalism If this mterpretation 
IS accepted as correct, then external rather than internal condi- 
tions are chiefly responsible for the rise of fascism m Italy and 
Germany The Smoot-Hawley tariff m the United States, 
high tariffs and import quotas m France, high tariffs m the 
new countries created by the Versailles Treaty, and the system 
of Empire Preference m the British Empire, deprived Germany 
and Italy of their most important foreign markets In conse- 
quence, they have been forced to become much more self- 
sufficient than would be the case under more mtelhgent eco- 
nomic conditions of mternational trade These two countries 
are not equipped with the natural resources to practice self- 
sufficiency so as to achieve a standard of hvmg appropriate to 
a modern mdustrial nation Hence the emphasis on war 
preparations, either as a serious mtention for war of conquest 
or as a bluffi to obtain the desired ends 
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Economic Elanning tn a Capitalistic 
Democracy 


T he best approach to our problem is through, ^a definition 
of capitalism That of Professor Pigou ^ can hardly be im- 
proved upon “A capitalist industry is one m which the mate- 
rial instruments of production are owned or hired by private 
persons and are operated at their orders with a view to selling 
at a profit the goods or services that they help to produce A 
capitalist economy, or capitalist system is one the mam fart of 
whose productive resources is engaged in capitalist mdustries ” 
Immediately some people will object that the very idea of 
central planning is mconsistent with capitalism unless it be- 
comes fascist planning, and mconsistent with democracy unless 
It becomes socialist planning This does not necessarily follow, 
although the avoidance of these two horns of the dilemma 
must necessarily limit the field within which plannmg may be 
considered both capitalistic and democratic The avoidance 
of socialism and fascism must be found both m the statement 
of the ends to be achieved by plannmg and in the techniques 
for achievmg those ends 

We might choose as a statement for such ends, “the elimi- 
nation or mmimization of busmess cycle fluctuations, or the 
fullest possible utilization of resources ” Note that we say 


^ Pigou, A C , Socialism Versus Capitalism, p 1 , Macmillan & Co , Ltd , London, 
1937 Reprinted by permission of the Macmillan Company 
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nothing directly about welfare or the distribution of income 
There can be little doubt, however, that the attainment of these 
ends would mcrease the material “well-bemg” of the nation 
Also, success in eliminatmg the business cycle and in keeping 
resources more fully employed would undoubtedly mciease 
the incomes of most of the low mcome groups The relative 
share m national mcome received by the lower mcome groups 
might very likely mcrease There can be little doubt that their 
absolute real income would be greatly enhanced 
Most of the chapter will be devoted to a consideration of 
possible techniques although we might well precede this by a 
statement of some general prmciples which these techniques 
must follow if the “pitfalls” of fascism and socialism are to be 
avoided (1) Consumers must be considered to be the best 
judges of what is best for their own mdividual welfare as ex- 
pressed by their demand for goods and services m a free mar- 
ket Such choices may be influenced by education or propa- 
ganda but they may not be coerced, either by rationing of goods 
or by arbitrary control of allocation of productive resources 
‘^(2) Some goods or services, whose widespread or general con- 
sumption is considered to be “socially desirable” by a demo- 
cratic decision, may be provided by the state either without 
charge or at prices lower than those which would be charged 
by private mdustry (These are really “islands of socialism 
m a sea of capitalism ” If the islands become too numerous, 
we have a socialist contment with capitalist lakes ) ® (3) 
The amount of individual saving must be left to the mdividual 
as mfluenced by the rate of mterest and such other personal 
considerations as may happen to determme his choice between 
present and future consumption (4) The dtrection of in- 
vestment (other than that made by the state) must be deter- 
mmed by the competition of various opportunities for profit 
to obtam the supply of available capital at prevailing mterest 


10 
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rates This does not prevent the state from attemptmg to con- 
trol either the interest rate or the total quantity of money, or 
both, m an attempt to equate the rate of mvestment with the 
rate of savmg (If, however, the bulk of direct mvestment is 
made by the state rather than by private mdividuals or pri- 
vate mstitutions, the socialist islands again threaten to become 
a mamland ) (5) Competition must be relied upon to estab- 

lish prices as far as possible Where competition does not exist 
or IS not practicable, price regulation may be necessary The 
goal of such price regulation must be prevention of monopo- 
listic restriction of output rather than the elimmation of profits 

We might summarize these points by saymg that their 
general implication is that the technique of plannmg should 
be along the Imes of “makmg capitalism work the way it is 
supposed to work ” The primary function of the state thus 
becomes the determmation and enforcement of “the rules of 
the game” The state becomes an active participant itself 
only m those cases where the rules will not work We shall 
now attempt to discover what techniques of plannmg are pos- 
sible withm these rather narrow limits 

Provision of Information 

No scheme of plannmg, whether capitalist or otherwise, can 
promise much without adequate data on which to base deci- 
sions While tremendous improvements have been made m 
the amount and quality of both government and private busi- 
ness statistics m the last twenty years, we have only begun to 
scratch the surface m accumulatmg data for the solution, or 
even for the mtelligent discussion of many economic problems. 
Many theories of the cause of busmess cycles, for example, cen- 
ter around some phase of saving, mvestment, or the rate of 
capital goods production, yet the available data permit only the 
rashest kmd of wild guesses as to quantitative changes in these 
factors Even on unemployment, the reduction of which is 
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one of the avowed ends of most plannmg schemes, our most 
adequate data up till now has been that of censuses which are 
out of date by the time they are compiled and published As 
soon as various state unemployment msurance plans come mto 
opeiation, we may have accurate monthly or weekly mforma- 
tion concernmg the number of unemployed who are eligible 
for benefit payments It will still require some inspired sta- 
tistical guessmg to estimate total unemployment on the basis 
of this partial sample For banking, our best data mcludes 
only reporting member banks of the Federal Reserve System 
and does not cover large numbers of nonmember state and 
private banks 

Even though nothing further were done m the way of plan- 
ning, the provision of more adequate information might enable 
individual businesses and mdustries to plan their own opera- 
tions better A few economists have even predicated a theory 
of busmess cycles upon errors m the decisions of busmessmen 
which are based on lack of information Even though other 
economists dispute this as a primary causal theory, they would 
doubtless agree that the possession of bettei information might 
be an important element in lessenmg the amplitude of busmess 
fluctuations Adequate mformation all along the Ime from 
primary producer to ultimate consumer as to mventories and 
volume of sales should help to prevent accumulation of such 
large excess mventories as have existed m the past Smaller 
excess mventories will tend both to lessen the amount of price 
declme m depression and to shorten the length of time which 
IS necessary to reduce them In addition to this, if primary 
producers have adequate mformation that dealers’ stocks are 
gettmg low m relation to the volume of sales, it may appear 
to be a safe procedure to mcrease production m anticipation 
of increased sales This practice would tend to brmg recovery 
earlier than might be expected m the absence of such mforma- 
tion. 
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Businessmen might bear this in mmd when tempted to 
grumble about the work of filling out reports for the govern- 
ment On Its part, the government might do well to accept 
the recommendations and to further the work of the Central 
Statistical Board to avoid needless duplication in such reports 
This might then be made the basis of obtammg more mforma- 
tion at the same cost to die busmessman and to the government 

DefimUon of the Fields of Various Types of Competition 
and Monopoly 

In place of the present half-enforcement, or sporadic enforce- 
ment, of the anti-trust laws, the government might formulate 
a definite policy on the nature of competition or monopoly 
which appears to be best suited to each mdustry (See Chap- 
ter XI ) Under the present unsettled policy, no large firm 
which IS m a dommant position m an mdustry can feel sure 
that It may expand its capital equipment and its output with- 
out runnmg afoul of the anti-trust laws New firms, on the 
other hand, may be deterred from entermg the mdustry 
through fear of possible expansion on the part of the large firm 
While such fears may be of negligible importance m times of 
prosperity and lax enforcement, they may be a contributmg ele- 
ment m deterrmg new capital investment in times of depres- 
sion when It IS most needed 

In a field such as this where there are so many confhctmg 
interests, and where changes m technology may alter the entire 
nature of an industry, no one would be so foolhardy as to sug- 
gest an absolutely rigid plan, which would not be subject to 
alteration in the light of experience This does not mean, 
however, that this is a question that can be dumped m the lap 
of some administrative board trusted to act on its own discre- 
tion Uncertainty as to the probable decisions of such a board 
might be as great or greater than present uncertainty as to the 
degree of lethargy in the Federal Trade Commission and the 
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Department of Justice and the uncertainty as to the probable 
attitude of the courts It would seem, nevertheless, that we 
should be able to formulate some statements of general policy 
on this question which might be a much more definite guide 
for busmess action than we now have If a more definite 
policy IS not formulated, the request of businessmen that plans 
for combination be approved or disapproved by the Depart- 
ment of Justice before they are adopted does not seem to be 
unreasonable 

Defimiton of the Fields of Public and Private Enterprise 

This is another question which is not strictly so much one 
of planning as it is one of statement of policy The production 
and distribution of electric power is the most conspicuous 
example of the lack of such a policy at present The obvious 
difficulty is the lack of a definite majority political opmion on 
either side of the question of public ownership The advo- 
cates of public ownership are not strong enough to force the 
general adoption of their policy, while their opponents are 
not strong enough to prevent piecemeal adoption The un- 
fortunate result IS that neither public nor private investment 
IS as great as it might be, for an expanding mdustry, if a defimte 
policy were determined upon It is idle to hope that private m- 
terest will give up without a struggle, nor do the advocates of 
public ownership give any signs of relaxing their efforts A 
compromise might be effected, however, on the basis of limita- 
tion of territory for each of the two forms of ownership Such 
a compromise need not be the permanent solution, but if it is 
to be effective it must be for a sufficient length of time to per- 
mit reasonably safe mvestment in durable capital equipment 

Coordination of Government Activities 

Before a government can exercise much claim to wisdom 
in planning for general business activity, it would seem reason- 
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able to expect that the various activities of the government 
Itself should at least be designed so as not to work at cross 
purposes with each other The Treasury Department cannot 
have one monetary policy and the Federal Reserve Board an- 
other The State Department cannot have one foreign trade 
policy and the Commerce Department another The Interior 
Department cannot have one conservation policy and the Agri- 
culture Department another This is not a criticism of these 
departments or agencies They must admmister the laws 
which are given to them The fault lies m the passage of 
one piece of legislation after another with little regard to the 
completed whole mto which they are expected to fit 
Fundamentally, the difficulty lies in the problem of deter- 
mining what is m the mterest of the nation as a whole and 
then m making that mterest politically articulate The only 
economic mterest which all of us have m common is that we 
are all consumers As such, we are obviously all benefited by 
a greater total output of goods at lower prices Unfortunately, 
each of us is more concerned about his own mdividual mcome 
as a producer A 10 per cent increase m my own wages or prof- 
its will more than offset a 20 per cent mcrease m prices of any 
group of goods that comprises anythmg less than half of my 
total expenditures Consequently, those of us who are faced 
with foreign competition lobby for a tariffi on our product 
Those of us who are small retailers lobby for anti-cham store 
laws Those of us who are mterested m shippmg lobby for 
ship subsidies or for laws preferential to our own ships 
Those of us who are butter producers lobby for a tax on oleo- 
margarme Each of these types of legislation, and many others 
are a bit of goveTfiinentul fcwonttsm which benefits one group 
as producers ut the expense of all the rest of the nation as con- 
sumers If all measures of this sort were up for consideration 
at one time and the effects of each of them on the prices we 
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pay were to be clearly shown, opposition might become active 
and effective Instead of this, the measures are introduced 
slowly over a period of time The people who can see their 
direct mterest m them are active in brmging pressure on the 
legislature for their passage The rest of us sit idly by, perhaps 
not even realizing that one chip after another is being whittled 
from our real income Later on, after one measure after an- 
other has gone into effect, we begin to wonder what makes 
“the high cost of living,” why “the farmer receives so small a 
per cent of the retail price of his product,” and why “labor is 
unable to buy the goods which it produces ” We have already 
reached a pomt where new special benefits to certam groups 
of producers (to farmers, for example) are advocated and 
enacted on the grounds of attempted remedy for the mequities 
created by old special benefits This system will not work 
universally Most of these special benefits tend to divert 
labor and capital mto industries where they are less efficient 
than if they were allocated in an unsubsidized mar- 
ket So long as resources are continued in employment in 
these less productive uses, total national real income must be 
less than the possible maximum The only real remedy is the 
removal of the special benefits so that resources may be put to 
better uses Short of this, “equality” can only be achieved by 
making everyone take an equal loss as his share of the reduced 
national mcome caused by misdirection of resources through 
tariffs and subsidies 

It may be objected that the removal of special privilege is an 
extremely difficult political feat Granted If we cannot 
accomplish this task, however, it would seem to be idle to talk 
of economic plannmg m a capitalist democracy Any system 
of plannmg which contemplates the contmuance permanently 
of special political privileges is not likely to stop short of 
fascism unless it happens to be overthrown by social revolution 



PLANNING IN CAPITALISTIC DEMOCRACY 699 


The inefficient producer, who is protected in his inefficiency by 
a tariff or subsidy, is in a rather poor position to point the finger 
of scorn at the inefficiency of socialism 

Monetary Planning 

This is one field in which at least a policy, if not plannmg it- 
self, IS practically forced upon us ^ Paradoxically, if we judge 
by results, even the absence of a policy is itself a policy, that is, 
if the government exercises no control over the quantity of 
bank credit, it is really followmg the policy of leaving control 
of the effective quantity of money to the discretion of the 
banks themselves 

So pervasive is the mfluence of money upon all forms of eco- 
nomic activity that a successful solution of the monetary 
problem might obviate the necessity for the more elaborate and 
detailed schemes of planning m many other fields If we 
could manage money properly, we could probably eliminate 
the business cycle with the least possible amount of “govern- 
ment mterference in busmess ” «/ 

A statement of the goal for monetary policy is much easier 
to make than a statement of the means for its attammcnt 
We may develop standards for a monetary policy by consider- 
mg the situation which exists in a barter economy, where the 
supply of any one commodity constitutes a demand for all 
other commodities Under barter I cannot sell (swap) the 
goods which I possess without takmg my payment in other 
goods Thus, such a thmg as general overproduction is im- 
possible There may be too great a quantity of one good and 
not enough of another, so that one product may have a low 
exchange value m terms of the other, but people with the 
scarce goods cannot dispose of them without takmg the other 
goods m exchange 

3 Henry C Simons, “Rules vs Authorities in Monetary Policy,” in Mackenzie, 
Findlay, Planned Society Yesterday, Today, Tomorrow p 463, Prentice-Hall, Inc, 
N^vy York, 1937, 
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One concept of a “perfect” monetary system is that it should 
leave the above situation unchanged In other words, money 
should be so managed that the only cause for changes in the 
prices of goods will be changes in their relative production and 
changes m desire or taste for them Money itself should exert 
no independent influence upon prices Professor Hayek and 
other economists call this the concept of neutral money 

As our economic system is organized, changes m the quan- 
tity of money cause changes in the relative prices of different 
goods because we do not all have the quantity of money in 
our pockets, or m our bank accounts, changed at the same 
time and in the same proportion ^ M^etary changes make 
their effects felt first at one pomt in the system and later on at 
other points If the prices which constitute selling prices for 
any business firm rise faster as a result of an increase m money 
circulation than the prices which constitute its costs, that firm 
will be motivated to expand its output To do this, it will bor- 
row from a bankmg system which creates money for the firm 
to use m the form of a credit to the firm’s checkmg account 
This new money will help to increase prices elsewhere As 
long as there is unemployed labor and resources, selling prices 
for many firms will tend to rise more rapidly than costs 
When resources become more fully employed, costs will tend 
to catch up with selling prices. Meanwhile, the capital goods 
mdustries will have expanded output, not because there is an 
mcreased demand for capital goods due to mcreased saving but 
rather because of the fact that other firms are trymg to take 
advantage of an mcreased monetary demand for their goods 
As soon as the money mcrease stops, demand for capital goods 
will fall off immediately As workers are discharged from 
capital goods mdustries, demand for consumers’ goods will de- 


^See Chs. XXIX and XXXV. 
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crease As bank loans are repaid and not renewed, demand 
in terms of money for other goods will decrease and we are 
in a “vicious spiral of deflation ” 

To prevent this whole process by monetary control, we 
would have to keep the effective quantity of money constant 
Another way to express this is to say that we must keep the 
amount of money equal to the “money work to be done ” In 
any period, the amount of money which can be used for mak- 
mg payments is the quantity of total cash and bank credit in 
existence, multiplied by its average velocity of circulation (the 
average number of times it changes hands) The “money 
work to be done” consists of the total amount of payments 
which must be made This work would be increased, for 
example, if a farmer, who had previously paid his hired men 
m farm produce, now started to pay them in cash It would 
be decreased if one firm, which formerly bought materials 
from another, should merge with the other firm 
At present we have only roughly accurate estimates of the 
quantity of money and still rougher estimates of the velocity 
of circulation Concernmg the “money work to be done,” it 
might be difficult even to hazard a guess as to the direction in 
which it IS changmg Perfectly neutral money, therefore, is 
practically an impossible achievement 
While perfect control may be an impossibility, we may easily 
prevent the amount of expansion and contraction which we 
have at present One step toward this would be to require 
the banks to mamtam a 100 per cent reserve ratio against de- 
mand deposits In other words, the banks would not be al- 
lowed to create money on their own account, but would be re- 
duced to the status of middlemen who would collect cash 
savmgs and lend them out again To be effective, however, 
this might have to be supplemented by measures designed to 
prevent the creation of other money substitutes by busmess 
firms themselves 
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Less drastic but perhaps less effective controls may be found 
in the full use of the powers of the Federal Reserve Board, 
plus variations m government fiscal policy with respect to taxa- 
tion and borrowmg (See Chapter XXXI ) Even this would 
seem to require that all banks be compelled to become members 
of the Federal Reserve System 

Conclusion 

The difficulties which we have found in connection with all 
forms of planning are mostly traceable to deficiencies in our 
knowledge Whatever may happen to be our political, social, 
or economic philosophy, we are challenged with the necessity 
of improving upon it As yet no one has all the answers 
There is plenty of room for you to contribute , 
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disinvestment of, 437-439 
fixed, 53, 422, 438 

international movements of, 647-648 
marginal efticiency of, 596-597 
money, 52, 333, 422 
national, 53 n 
owned, 431 

population growth and demand for, 
596-597 
taxes on, 527 
working, 422, 438 

Capital goods, 51, 333 n , 422, 423-426, 
437, 468-469, 653 
balancing consumers and, 677-680 
definition of, 51 
Capital goods industries, 653 
Capitalistic democracy 

co-ordination of government activities 
in, 696-699 

economic planning m, 691-702 
information provided m, 693-695 
monetary planning in, 699-702 
Capitalist industry, 691 
Capitalization, excessive railroad, 322 
Capitalization of earning power, 444-445 
Capitalization of farm income, 233-237 
Capital stock, 551 
Capital stock 
classification of, 31-34 
watered, 41 
Carrying charges, 132 
Carryover of surplus farm products, 250- 
252 

Cartel Law of 1913, 177 
Cartels, 177-178, 180, 473, 684 


Cash, seller’s need for, 132, 134 
Cash balances, 570-574, 663 
Cash deposit, 550 
Cash discounts, 443-444 
Casual unemployment, 385, 386-387 
Central reserve cities, 562 
Certificate of convenience and necessity, 
318 

Chain stores, laws against, 697 
Chamberlin, Professor Edward, 109 n , 
254 n, 483-484, 497, 499, 501, 
502 

Chambers of Commerce, 300 
Changing variable cost, 534-535, 540- 
541 

Charge, exchange, 613 
Charitable institutions, exemption from 
Social Security Act of, 415 
Charity, private, 402 
Charters 

corporate, 31 
rights under, 18 
source of monopoly, 471 
Chattel mortgage bonds, 35 
Check, bank, a bill of exchange, 611 
Check-book money, 550 n, 562, 564- 
566, 568, 569 
Checking account, 550 
Cherry Valley Turnpike, 295 
Child labor, 349 

Children, grants to states for, 419 
Cigarette taxes, 515 
Circular flow, 327-328 
Circulating capital, 52, 422, 438 
Circulation, velocity of, 568-569, 667 n 
Cities, reserve, 562 
City state, Sparta, 12 
Civil Service employees, exemption from 
Social Security Act of, 415 
Clark, J M, on acceleration of derived 
demand, 593 

Classified common stock, 32 

Clayton Act, 184 

Clearinghouse, 555, 559-561 

Clearinghouse system, 559-561, 612 

Coffee, taxes on, 517 

Collective bargaining, 346-347, 361-366 

Collusive bidding on contracts, 178-180 

Colonial agriculture, 223 

Colonial roads, 295 

Combination 

approval by Department of Justice of, 
696 
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Combination {Cont ) 

economies of, 164-166, 168-170, 190- 
191 

horizontal, 164-166, 172 
in restraint of trade, 175 
vertical, 164, 168-172 
Combinations, least cost, 200-202, 333 
Commerce Department, foreign trade i 
policy of, 697 
Commercial banks, 562 
government bond purchases by, 579- 
580, 582 

Commercial bill of exchange, 612 
‘Commission’* charges for loans, 442 
Commodity 
definitions of, 122—125 
perishable, 131 

Commodity discrimination, 308-310 
Common stock 
characteristics of, 31-32 
classified, 32 
Communism, 2, 194 

Communist Party, economic policy of, 
683-684 

Community demand, 97-98 
Community economic welfare, 49, 131 n 
Commutation tickets, 315 
Companies 
insurance 

government bond purchases b>, 579, 
581-582 
mutual, 405 
stock, 405 
30int stock, 27 
Comparative advantage 
greater, 602-604 
law of 602-604 
limitations of, 604-607 
Compensation acts, workmens, 402-408 
Competiuon 

among railroads, 300, 311-313, 316 
between railroads and waterways, 311 
buyers’, effect on puce of, 139 
farm mortgage debt and, 240-241 
its part in determining market price, 
136 

monopolistic, 126 

and final equilibrium, 499-500 
conditions of, 111-112 
cost curve, influence on, 269 
demand for product of individual 
firm under, 112 


Competiuon (Cont) 
monopolisuc (Com) 

effect on reservation prices of, 133- 
134 

end results of, 500-502 
equilibrium impossible under, 502- 
504 

field of, 189-190, 525, 537 
general equilibrium theory under, 
481-504 

government fostered, 186 
m supply of factors of production, 
487-488 

marginal revenue product under, 
331 n 

market price under, 150-154 
normal pnee under, 254-273 
output, increase of, 277-281 
profits of, 474-475 
railroad, 316 
results of, 264-273 
selling under, 116-117 
source of term, 109 n 
taxes on industnes under, 525, 536- 
537 

monopolistic and imperfect, 127 
monopsonistic, 498-499 
perfect, 127, 316 (see also Pure com- 
petition) 

general equilibrium theory under, 
327-342 

profits of innovation under, 475 
perfect but monopolistic, 127 
prosecution of unfair, 185-186 
public policy on, 186-187 
pure, 127 

conditions of, 109-111 
conditions of equilibrium under, 
215-220 

effect on output, 116-117, 119 
effect on reservation price of, 133 
field of, 190 

long run partial equilibrium under, 
211-220 

marginal revenue product under, 
331 n 

market price under, 149-150 
results of, 271-273 
source of term, 109 n 
j supply m, 135 

taxes under, 525, 542-544 
windfall profits under, 477—479 
I pure and perfect, 127 
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Competition (Coni) 
pure but imperfect, 127 
sellers , effect on price of, 139 
selling efforts, inter industrial, 284- 
285 

stimulus of, 174 
types of, 695-700 
unfair, 185-186 
wastes of, 273 

with differentiated products, 126 
with standardized products, 127 
Competitive situations, 125--128 
Competitors 

conspiracy to cut off supplies of, 185 
disparagement of, 1 85 
threats against, 185 
Complementarity, 89-91 
Computation of elasticity, 108 
Concealed inflation, 667 
Concepts, fundamental economic, 43-55 
Congress on Industrial Organization, 373 
Conscription of labor, Soviet, 684" 
Conservation of energy, 454 
Conspicuous consumption,” 98 
Constant cost, 328 n 
demand under, 216 
industries operating under, 542 
Constant variable cost, taxes as, 528-534, 
539-540, 543-544 

Consumers’ goods, 68, 653, 663-666 
balancing capital and, 677-680 
Consumption 
borrowing for, 435 
definition of, 47-50 
Contract, breaches of, 185 
Contraction, 652 

Contributory negligence, doctnne of, 402 
Control of the Federal Reserve System, 
563-566 

Convertible bonds, 35 
Co operative organizations, functions of, 
30-31 

Co ordination of manufacturing proc- 
esses, 169 
Copyrights, 18 
Corn, average yields of, 230 
Corporations 

boards of directors of, 38-39 
by laws, 3 1 

characteristics of, 28-29 
charters of, 31 
Mummy’ directors of, 38 
excessive salaries paid by, 39 


Corporations (Cont ) 
falsification of earnings of, 40-41 
government bond purchases by, 579- 
580, 582 

honorary directors of, 38 
juggling of earnings of, 39-40 
Iimitauons of, 37-42 
mark-downs of assets of, 40-41 
misuse of inside information by officers 
of, 40-41 

rights of minority stockholders, 39 
securities, 31-37 
Correspondent bank, 560 
Cost, 120 

advertising, allocation of, 228-289 
average fixed, 198 
average variable, 205 
changing variable, 534-535, 540-541 
combinations, least, 200-202, 333 
constant, 328 n 
demand under, 216 
industries operatmg under, 542 
constant variable, 528-534, 539-540, 
543-544 

daily schedule of, 203 
decreasing, 213-215 
industries operating under, 542 
duplication, 165, 449 
elements of, 200-202 
elimination of duplicate, 165 
fixed, 197-198 

increasing, 213-215, 542-544, 605 
interest considered as, 424 
legitimate operating, 450-451 
machine, 345 

marginal, 120, 204-205, 303-304, 526, 
528-530, 533, 537, 539, 542-543 
money, of production, 195 
of labor turnover, 363 
of manufaemre, 662 
of plant and equipment, 449, 450 
of production, 194, 281, 604-606 
definition of, 194 
rent as, 463 

of replacement, 171, 450 
opportunity, 194-197, 212, 426 
original, 450 

output influenced by, 195 
overhead, 198 

past, effect on reservation price of, 135 
planning curve, 211-213 
rent considered as, 463 
research, 162 
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Cost {Com) 

sellmg, 274-292 {see also Selling 
costs) 

social, o£ production, 194 
sunk, 469 

taxes as business, 525—526 
taxes as fixed, 526-528, 537-539 
transportation, 467, 606-607 
valuation, as basis of, 450 
variable, 197-198, 203, 206-210, 279, 
289 

Cost combinations, least, 200-202, 333 
Cost curves, 204, 269, 483 
technical, 525 
Cotton 

average yields of, 230-231 
taxes on, 546 

Craft unions {see also Industrial union- 
ism and Trade unions) 
functions of, 369-371 
limitations of, 369-371 
Created credit, 657 n , 662-663 
Created deposit, 562 
Credit {see also Borrowing and Debt) 
additional, theory of, 661-663 
bank, 550-551, 552 
expansion of, 652-667 
book, 569 

created, 657 n , 662-663 
deposit, 550, 551 
letter of, 614 

sources of government, 579-584 
Credit creation, and banking mechanism, 
548-566 

Credit expansion, as cause of business 
depressions, 658-661 
Crippled children, grants to states for, 
419 

Crop rotation, 224-225 
Cross-hauling, elimination of, 164-165 
Crusoe, Robinson, 7l 
Culuvation of new farm lands, 231 
Cumberland Road, 295 
Cumulative preferred stock, 33-34 
Currency 

dislocated, 621-622 
United States Government, 562 
Currency inflation, 400, 477-478, 548- 
549, 572 

Currency inflation, effects of, 686 | 

Curves ! 

analysis of utility by, 61 n , 82-108 ' 

average revenue, 117-121 


Curves {Com) 
cost, 483 

influence of monopolistic competi- 
tion on, 269 
technical, 525 

demand, 74-81, 95-108, 117-122 
effect of product differentiation on, 
115-117 

influence of selling costs on, 276- 
277 

under pure competition, 110-111 
diminishing marginal utility, 62-63 
‘‘kinks’ in, 101-102 
long-run supply, 216-217 
marginal revenue, 117-121 
plannmg, 211-213 
shape of, 101-102 
supply, 136, 143-148 
of loanable funds, 432 
utility of a good with several uses, 
64-66 
Cushion, 566 

Custom, influence on economic theory, 6 

Cutting prices, 185 

Cycle 

business, 652-667 

and cyclical unemployment, 387- 
391 

and equilibrium, 654-656 
and innovations, 656-661 
causes of, 653-654 
government borrowing policy and, 
597-598 

government spending and, 581-584 
stabilizing effects of price agree- 
ments on, 181 

susceptibility of large enterprises to, 
162-163 
short, 660 n 

Cyclical unemployment, 385, 387—391, 
400 

Czecho Slovakia, bloodless victory over, 
682 

D 

Daily schedule of cost, 203 
Davenport, Professor H J , and reserva- 
tion price, 131 n 
Death, compensation for, 404 
Debenture bonds, 35-36 
Debt 

funded, 578-579 
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Debt {Coni') 

problems of farm, 234-241 
unfunded, 577-578 
Decreasing- costs, 213-215 

industries operating under, 542 
Deficits 

budget, 505-506, 577 
causes of, 505-506 

Definitions, establishment of standard, 
14, 20 

Deflation, 389, 576 

VICIOUS spiral of, 658, 701 
Deflationary un,employment, 646 
Delaware, Lackawanna & Western Rail 
road, 299 
Demand 

acceleration of derived, 593 
and marginal utility, 72 
and supply, 72, 123 
as seen by the seller, 109-128 
community, 97—98 
conditions of, 76, 98 
definition of, 73 
derived, 330 

effect on market price of changes m, 
141-143, 145-148 

effect on price of labor of, 356-360 
elasticity of, 78-81, 102-108, 145-148, 
157 

estimated, 121-122 
for bills of exchange, 615-617 
for factors of production, 329-342 
for labor, 351-352, 356 
for loanable funds, 435-437 
for product of individual firm under 
monopolistic competition, 112 
instantaneous or immediate market, 98 
per day, 98, 121 
per month, 121 
per week, 121 
per year, 121 

seller’s, effect on reservation price of, 
134-135 
true, 121-122 
under constant costs, 216 
under pure competition, 109 
windfall profits, influence on, 479 
Demand curve, 74-81, 95-108, 117-122, 
528, 530-532, 535, 537-538 
for differentiated product, 114-117 
influence of selling costs on, 276- 
277 

undcr^pure competition, 110-111 


Demand deposits, 667 n 
reserve ratio, 701 

Demand schedule, 73-74, 121, 136, 143- 
148, 157 

Democracy, economic planning in, 691- 
702 

Department of Justice 

approval of combinations b>, 696 
functions of, 186 

Dependent children, grants to states foi, 
419 

Depletion allowance, 448 
Deposit 
bank, 550 
cash, 550 
created, 562 
demand, 667 n 
time, 551, 667 n 
Deposit account, 551 
Deposit credit, 550, 551 
Deposits, reserve ratio against demand, 
701 

Depreciation 

concealment of earnings by excessive, 
40-41 

equipment, 37 ^ 

farm machmery, 229 
plant, 37 

Depreciation allowance, 448 
Depression, 389, 391, 398, 565-566, 
575-576, 610, 652, 658-661 
government spending to relieve, 581- 
584 

vertical combination susceptible to, 171 
Derived demand, 330 
Desirable vs productive, 46 
Devaluation, dollar, 239 
Dictatorships, businesses prohibited un- 
der, 520 
Differences 
m efficiency, 344-347 
in skills, 343-344 
m wages, causes of, 352-356 
Differential rent, 458-461 
Differentiated product {see also Product 
differentiation) 
competition with, 126 
demand curve for, 114-117 
oligopoly with, 501-502 
price leadership with, 126 
short run price of 
determination of, 154-157 
peculiarities of, 157-159 
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Diffusion theory of taxation, 514 | 

Diminishing marginal utility, 56’'63, 
87 n 

Diminishing returns, 198 n 
Diminishing utility, 198 n 
Directors 

corporate boards of, 38-39 
‘dummy, 38 
honorary, 38 

Directors of Federal Reserve banks, 563- 
564 

Direct relief, 400 

Disability, compensation for, 403-404 
Disadvantage, 602 
Discount 
bank, 443, 552 
cash, 443-444 
rediscount, 553 
trade, 443-444 
unearned, 554 
Discounted note, 553 
Discrimination 

commodity, 308-310 
freight rate, 307-314 
local, 310-313, 319 
passenger, 314-315 
perfect, 308 
personal, 313, 319 
price, 491 

public policy on rate, 315-^18 
unfair trade practice of, 185 
Diseconomies of large-scale management, 
214-215 

Dishoarding, 569 
Disinvestment of capital, 437-439 
Dislocated currency, 621-622 
Displacement of labor, 391-395 
Distribution 
of income, 340 

problem of, under monopolistic com- 
petition, 486-487 
Disutility, 57 

Diversion of monopoly profits to sup- 
pliers of factors, 488-489 
Dividends 

cumulative, 33-34 
noncumulative, 33 

Divisibility of factors of production, 484 
Division of labor, 213—214, 6€1 
and transportation, 293 
economies of, 160— 161 
Documents in evidence of property vs 
property, 50 


Dollar, devaluation of, 239 
Domestic bill of exchange, 613 
Domestic money, 615 
Domestic price stabilization 

exchange stabilization plus, 642-645 
exchange stabilization without, 641 
Domestic servants, exemption from So- 
cial Security Act, 415 
Dry loss m taxation, 531 
Due from banks, 554 
Dummy directors, 38 
Duopol) 

definition of, 126 
example of, 155 n 
field of, 188-189 
pure, 261-262 
railroads, 316 

■with or without product differentia- 
tion, 501 

Duplicate costs, 165 

Duplicate employees, 167-168 

Duplicate selling expenses, 165 

Duplication cost, 449 

Duplication of services, 483 

DuPont Company, ‘pilot plant ’ of, 1 62 

Duties, import, 517-518 

E 

Earning power, capitalization of, 444— 
445 

Earnings (see also Income and Profit) 
excessive depreciation to conceal, 40- 
41 

falsification of, 40-41 
juggling of, 39-40 

Economic effects of minimum wage laws, 
348-350 

Economic goods, 43 

Economic institutions, development of, 
13 

Economic laws, (see Laws, economic) 
Economic nationalism, 629-631, 690 
Economic planning 

in capitalistic democracy, 691—702 
in socialist state, 668-680 
I m Soviet, 10-11, 683-684 
m totalitarian state, 681-690 
1 Economic rent 

definiuon of, 452-453 
tax upon, 543 
Economics 

basic assumptions, 3 
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Economics (Con^) 

capital, economic definition o£, 51 
commodity, definition of, 122-125 
concepts, fundamental, 43-55 
consumption, definition of, 47-50 
definition of, 1 
demand, 73-81 
disuuhty, 57 

good, definition of, 43, 51 
governments role m, 9-20 
industry, definition of, 193, 483 
international policy, 631-651 
investment, definition of, 52 
labor, economic definition, 51 
land, economic definition of, 51 
management, definition of, 53 
marginal unit, 58 
market, definition of, 125 
money, 66 n 
nature of, 1-8 
price, 67, 69 
primary problems, 2 
production, definition of, 46 
property, definition of, 50 
role of, 9-12 
service, definition of, 44 
states role in, 9-20 
statistical method m, 2 n 
utility, definition of, 44-45 
value, 68-71 
vocabulary of, 8 
welfare, 681-683 

Economic theory of taxation, 514-516 

Economic welfare 

how it can be improved, 49 
individual vs community, 49, 131 n 

Economies of division of labor, 160-161 

Economies of horizontal combmation, 
164-166, 172 

Economies of large-scale business organ- 
izations, 180 

Economies of large-scale production, 
213-214 

Economies of perfect monopoly, 172- 
174, 190-191 

Economies of specialized machinery, 161 

Economy in use of labor, 324-325 

Educational insututions, exemption from 
Social Security Act of, 415 

Educational opportunities, effect on 
labor, 353 

Efficiency of labor, dilferenees m, 344- 
347 


Elasticity 

computation of, 108 
curves of, 79 
properties of, 102-108 
Elasticity of demand, 78-81, 102-108, 
145-148, 157 
Elasticity of labor, 356 
Elasticity of purchase, 78 n 
Elasticity of subsutution of factors, 201, 
335-341, 457 n 

Elasticity of supply, 142, 145-148, 569 
Electric power plant production, 652 
Emergency expenditures, 571 
Empire preference, 690 
Employees, hazards in eliminating dupli- 
cate, 167-168 

Employees* payments under Social Se- 
curity Act, 418 
Employer, negligence of, 402 
Employers’ payments under Social Secu- 
rity Act, 418 
Employment 
multiplier, 594-595 
primary, 594 

regularity of, influence on wages, 356 
risks of, 402 
secondary, 398, 594 

Employment of factors of production un- 
der monopolistic competition, 
484-486 

Energy, conservation of, 454 
England (see United Kingdom) 

Equal marginal utility, 67 
Equilibrium 

and business cycle, 654-656 
and unemployment, 384-385 
conditions of, under pure competition, 
215-220 
general ^ 

theory of, under monopolistic com 
petition, 481-504 

theory of, under perfect competition, 
327-342 

how attained, 334-342 
impossible under monopolistic com- 
petition, 502-504 
long-run, price, 208-327 
long-run partial, under pure compe- 
tition, 211-220 

of prices of the factors of production, 
conditions of, 330-334, 481-482 
output m, 334 
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Equilibrium (Coni) 

temporary or short run, 192-210 
test for, 193 

Equilibrium output of monopoly, 255- 
259 

Equilibrium price, 138 
Equipment 

building and, 552 
depreciation of, 37 
mamtenance of, 36, 304 
Equity, owners, 552 
Erie Railroad, 312 

Estey, Professor J A , on business cycles, 
652, 653, 654 
Estimated demand, 121-122 
European railroads, passenger fare dis- 
crimination on, 314 
Evasion of taxes, 508 
Ever normal granary program, 250-252 
Excess capacity, dilemma of, 171-172 
Exchange 

bills of, 611-613 
bank checks as, 611 
banker’s, 624 
commercial, 612 
demand for, 615-617 
domestic, 613 
foreign, 611, 613-615 
sight, 612-613 
supply of, 615-617 
time, 612 
foreign, 611-627 
bank, 624-625 
mint par of, 611 
rate of, 615-621 
“rationing” foreign, 635 
restrictions, 684, 689 
stabilization of, 635—647 
Exchange charge, 613 
Exchange controls, 625-626 
Exchange rationing, 626-627 
Exchange value, 70, 567-570 
Excursion rates, 315 

Exemptions, income tax, 510-511, 516 
Exemptions from the Social Security 
Act, 411, 415 
Expansion, 652 

Expectancy of life, influence on time pref- 
erence of, 429 
Expenditures 

apportionment of, 67-68 
emergency, 571 
unanticipated, 571 


Experimentation, ability to conduct, 162 
Exploitation of labor, 347-348, 357, 360- 
364 

Exports, 601-610 

Export subsidies, increasing farm income 
by, 242-244 

Express, transportation by, 301 
Extractive industries, valuation of, 444- 
449 

Extravagance, government, 514 
F 

Factors of production, 50-54, 194-195, 
199, 201, 209, 214, 216, 217, 270, 
328-342 

demand for, 329-330, 341 
different types of labor as separate, 
343-344 

divisibility of, 484 

elasticity of substitution of, 335-337 
employment under monopolistic com- 
petition of, 484-486 
equilibrium of prices of, 330-335 
imperfections of markets for, 481 
indivisibility of, 484 
least cost combinations of, 200-202, 
333 

lumpmess of, 212 n 
marginal product of, 331, 339-340 
monopolistic elements in the purchase 
of, 490-491 
overpriced, 336 
prices of, 330-341 
subsutuuon of, 333, 336-337 
suppliers of, diversion of monopoly 
profits to, 488-489 
supply of 
inelastic, 452-453 

monopolistic competmon m, 487- 
488 

underpriced, 336 
Factory Inspection Laws, 407 
Failures, bank, 659 
Fair rate of return,’ 449 
False advertising, penalties for, 185 
False statements, penalties for, 19 
Falsification of earnings, 40-41 
Farm, movement back to, 252-253 
Farm acreage, reduction of, 249-250 
Farm debt 

competition and, 240-241 
mflation as remedy for, 237-240 
problems of, 234—241 
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Farmers 

effect of labor unions on, 222-223 
tariff inequities against, 222 
Farm income 

capitalization of, 233-237 
ever-normal granary program for in 
creased, 250-252 

export subsidies as source of, 242-244 
increasing, 241-242 
relief purchases as source of, 244-247 
Farm lands 

abandonment of, 231-233 
cultivation of new, 231 
taxes on, 508 
Farm machmery 
depreciation of, 229 
interest charges on, 229 
Farm mortgage debt, factors causing re- 
duction of, 238-239 

Farm prices, production responses to, 
224-231 
Farm products 

acreage changes and, 224-228 
carryover of surplus, 250-252 
relief and acceptance basis of purchas- 
ing surplus, 245 

relief purchases of surplus, 244-247 
Farm valuation, problems of, 233-240 
Fascism, 2 {see aho Italy) 
analysis of, 681-690 
economic nationalism compared with, 
690 

military strength of, 685-687, 689 
“Favorable” balance of trade, 607-609 
Favored customers, 498-499 
Federal grades, establishment of, 20 
Federal personal income taxes, 507, 516 
Federal Reserve agreement, 613 
Federal Reserve bank notes, 562 
Federal Reserve Banks, open market op- 
erations of, 579, 581-582 
Federal Reserve Board, powers of, 697, 
702 

Federal Reserve District, 561 
Federal Reserve notes, 562 
Federal Reserve System, 327, 330-335, 
558, 561-566 

compulsory membership, proposal for, 
702 

control of, 563-566 
membership of, 561-562 
powers of Governors of, 564 
reserves of, 562-563 


Federal Surplus Commodities Corpora- 
tion, 239 

Federal Trade Commission, 184-186, 
695 

Fellow servant doctrine, 402 
Financial institutions, government bond 
purchases by, 579-581 
Financial page of newspaper, 439-440 
Financial panic, 652, 659 
Firm 

definition of, 483-484 
rent of the individual, 463-464 
small, favored by price agreements, 
181 

Fisher, 568 

Five-Year Plans, Soviet, 1 1 
Fixed capital, 53, 422, 438 
Fixed charges, railroad, 304 
Fixed cost, 197-198, 204 
advertising as, 289 
taxes as, 526-528, 537-539 
Flat taxes, 508, 512 
Forced saving, 663-666 
Foreclosure, 438-439 
Foreclosure sales, 36 
Foreign bill of exchange, 611, 613-615 
Foreign exchange, 611-627 
bank, 624-625 

dislocated currencies, 621-622 
gold movements, 608-610, 623-624 
gold points, 611-621 
gold settlements, 618-621 
gold standard, influence of, 611-626 
letters of credit, 614 
mint par of, 619 
price of, 615 
rate of, 615-621 
rationing, 635 
restrictions, 684, 689 
sight bill of exchange, 612-613 
stabilization of, 635-647 
Foreign investments, 647-648 
Foreign money, 613-614, 615 
Foreign trade (see Interregional trade) 
Form utility, 45 
France, import quotas in, 690 
Franchise, 471 
Franchises 
rights under, 18 
Free advertising, 476 
Free goods, 43 

Free services,” economics of, 281-283 
Free trade, 606 
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Freight car loadings, 652 
Freight locomotives, improvement of, 
295 

Freight rates 

conditions for high, 305-306 
discrimination in, 307-314 
Freight traffic, trend of, 301 
Frozen assets, 558 
Funded debt, government, 578-579 
Funds, loanable, 422 

borrowed for investment, 435 
demand for, 435-437 
supply of, 431-433 
bank influence on, 433-434 
Funeral expenses, compensation for, 404 
Future purchasing power, undervaluation 
of, 427-428 

G 

Gasoline taxes, 512 
Gayer, 550 n , 575 
General Electric Laboratories, 162 
General equilibrium theory 

under monopolistic competition, 481- 
504 

under perfect competition, 327-342 
General Motors sales agencies, 167 
General partnership 
advantages of, 26 
characteristics of, 23-25 
limitations of, 26—27 
General price level, stabilization of, 666- 

667 

Gentlemen’s agreements, 473 
German cartels, 177—178, 180, 684 
Germany {see also Hitler and Nazi 
economic policies) 

Austria united with, 682 
Czecho-Slovakia seized by, 682 
markets lost by, 690 
military strength of, 685-687, 689 
Gold 

international movements ctf, 608-610 
automatic corrective of, 623—624 
Gold point, 619-621 
lower, 620 
upper, 620 

Gold settlements, 618—621 

Gold standard, 608-610, 619-626 

Goods 

capital, 51, 333 n , 422, 423—426, 437, 
468-469, 653 


Goods (Coni ) 
consumers , 653, 663-666 
definition of, 43 
economic, 43 
free, 43 
identical, 54 
mtermediate, 52, 422 
nonmatenal, 44 
producers , 663-666 
utility of, 61-68 

Good will, 286-287, 474-477, 498 
Gordon, Robert, on corporate manage- 
ment, 38 
Gould, Jav, 312 
Government 

actiMties CO ordmated, 696-699 
and monopolistic competition, 186 
budget of, 505-506 
business ownership and, 31 
debt of (see Borrowing and Debt) 
definitions established by, 14, 19 
economic policy and, 9-20 
establishment of monopolies b>, 16-20 
Exchange Stabilization Fund, 642-645 
extravagance of, 514 
regulatory function of, 14-16, 19 
stability of income of, 516-519 
Government bonds 

commercial bank purchases of, 579, 
581-582 

corporate holdings of, 579-580, 582 
Federal Reserve purchases of, 579, 
581-582 

financial institutions as purchasers of, 
579, 581-582 

mdi\idual purchasers of, 579, 582 
insurance companies as purchasers of, 
579, 581-582 

investment trusts as purchasers of, 579, 
581-582 

market for, 577-582 
redemption of, 578 
refunding, 578 

Government borrowmg, 577-600 

monetary circulation increased by, 
581-584 

Government employees, exemption from 
Social Security Act of, 415 
Government franchise, 471 
Government investment to prevent secu- 
lar stagnation, 595-597 
Government ownership, 16, 20, 324- 
326 



716 


INDEX 


Government patent, 472 
Governors, Board of, of the Federal Re- 
serve System, 563-564 
Grades, establishment of, 19 
Graduated income tax, 507, 509 
Granary, ever normal, 250-252 
Granger Movement, 320 
Grants, Social Secuiity, 419 
Graphs {see Curves) 

Great Britain {see United Kingdom) 
Greater comparative advantage, 602-604 
Great Northern combination case, 183 
Gross sales, tax as per cent of, 526, 534- 
535, 544 

H 

Haberler, 631, 654 
Habit 

and advertising, 286 
economic theory, importance in, 5 
Hansen, A H , 595, 597, 599-600 
Hayek, F A , 661-663, 700 
Hazardous occupations, 354-355, 406- 
407 

Heavy industry, 399, 653 
Hicks, 87 n , 430 n 
Hiring hall, 386 

Hitler {see also Germany and Nazi 
economic policies), economic pol 
icies of, 681-690 
Hoarding, 569 
Hoifman, 491-497 
Holiday, bank, 558 
Honorary directors, 38 
Horizontal combination 

capacity economically utilized in, 165- 
166 

duplicate costs eliminated in, 165 
duplicate selling expenses eliminated 

in, 165 

economies of, 164-166, 172 
elimination of cross-hauling in, 164- 
165 

hazards of eliminating duplicate em- 
ployees in, 167-168 
limitations of, 166-168 
Horizontal monopoly, 496-497 
Hospitalization, coverage of, 403 
Hours of labor, 378-380 

I 

Identical goods, 54 

Idle capacity dilemma, 171-172 


Immediate market demand, 98 
Immobility of labor, 361, 486 
Imperfections of labor market, 360-364 
Imperfections of markets for factors of 
production, 481 
Imperfect market, 275 
Import duties, 517-518 
Import-Export Bank, 627 
Import quotas, 635, 690 
Imports, 601-610 
Improvement of locomotives, 296 
Income {see also Net income and Profit) 
capitalization of farm, 233-237 
distribution of, 340 
distribution of national, 650 
effect on time preference of antici- 
pated future, 429 
increasing farm, 241-252 
indifference, and purchase, 92-94 
multiplier theory and, 584-591, 600 
net, 233-237, 535-536, 541-542 
primary, 586 
real, 651 

secondary, 586-592, 598 
stability of government, 516-519 
surplus, from land, 453 
Income producing property 
amortization, 447-448 
earning power, capitalization of, 444- 
445 

public utilities, valuation of, 449-451 
stocks, valuation of, 445 
terminable income property, 444-449 
valuation of, 444-453 
Income taxes 

exemptions from, 510-511, 516 
Federal personal, 507, 516 
fluctuation of, 518 
graduated, 507, 509 
percentage basis of, 507, 509 
personal, 544-545 
Income tax returns, 196 n 
Increasmg cost, 213-215, 605 
Increasmg farm income, 241-252 
Indestructibility of matter, 454 
Indeterminateness, range of, 346-347 
Indexes of business activity, 652 
Indifference, income, and purchase, 92- 
94 

Indifference curve analysis of utility, 
61 n, 82-108 

Indifference map, 91-95, 97-98 
Indifference schedule, 84 
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Indirect taxes, 514 

Individual economic welfare, 49, 131 
Indivisibility of factors of production, 484 
Industrial accidents, provision for, 401, 
409 

Industrial unionism (see also Craft 
unions and Trade-unions) 
aims of, 371-372 
limitations of, 372-375 
Industries, capitalist, 691 
Industry 

capital goods, 653 
definition of, 193, 483 
economic rent withm, 461-463 
equilibrium, test for, 193 
extractive, valuation of, 444-449 
heavy, 399, 652 
rent within an, 461-463 
Inelastic demand, 79, 103 
Inelasticity of labor, 350-352 
Inelastic supply of factors of production, 
452-453 

Inequality, wage, causes of, 352-356 
Infant care, grants to states for, 419 
Infinitely elastic demand, 79 
Inflation, 389, 400, 477-478, 548-549, 
566, 667 

bond prices during, 37 
concealed, 667 
currency, 686 
dangers of, 575-576 
definitions of, 574-575 
farm relief by, 237-240 
investment policy before, 583-584 
of the 1920’s, 561 
taxes as check on, 598 
wmdfall profits a result of, 477-478 
Inflexibility of large-scale business or- 
ganizations, 163 
Infringement suits, patent, 185 
Innovations, 197, 328 
and the business cycle, 656-661 
major, 660 n 
minor, 660 n 
profits of, 475-477 
Insect pests, control of, 224 
“Inside information,” misuse of, 40-41 
Installment plan buying, 68, 442-443 
Instantaneous demand, 98 ^ 

Instantaneous supply, 130, 135 
Insurance, 480 
old age, 401, 416-419 
taxes for unemployment, 413-414 


Insurance (Coni) 
unemployment, 401, 414-416, 419 
Insurance companies 
government bond purchases by, 579, 
581-582 
mutual, 405 
stock, 405 

Insurance fund, maintenance of own, 405 
Integration, monopoly as stimulation to, 
173 

Interdependence of paces, 330 
Interest, 422-451 
actual rates of, 442-443 
bank discount, 443, 552 
bankruptcy, influence on, 438-439 
banks, influence on supply of loanable 
funds, 433-434 

business cycles, influence on, 662 

cash discounts, 443-444 

considered as cost, 424 

definition of, 422-423 

discount, 443-444 

influence on investment, 437-439 

installment purchases, 442-443 

liquidity preference, 426-431 

marginal utilitv, influence of, 427-428 

market rate of, 433, 436-437 

nominal rates of, 442-443 

not explained by physical productivity, 

423-424 

rate of 

market, 661 n , 662 
natural, 661 n , 662 n 
rates at time of panic, 441 
risk element in, 439-440 
time preference, 426-431 
trade discount, 443-444 
why it must be paid, 424-426 
Interest charges, railroad, 304 
Intel est on farm machinery, 229 
Inter-mdustnal selling efforts, 284-285 
Interlocking directorates, 183 
Intermediate goods, 422 
International capital movements, 647- 
648 

International economic policy, 631-651 
International gold movements, 608-610 
International trade (see also Interregional 
trade) 

advantages of, 293 

Interregional trade, 601-610 {see also 
Foreign exchange) 
absolute advantage, 602 
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Interregional trade {Cont ) 
balance of trade, 607-608 
bills of exchange, 611-618 
comparative advantage, law of, 602- 
607 

gold movements, mternational, 608- 
610 

gold points, 619-621 
gold settlements, 618-621 
letter of credit, 614 
mercantilists, theories of, 607-610 
mint par of exchange, 619 
production costs, influence of, 605-606 
rate of exchange, 615-621 
Smith, Adam, views of, 607 
specialization as basis of, 601 
tariffs, 601, 605, 627 
transportation costs, influence of, 606- 

607 

Wealth of Nations, influence of, 607 
Interstate Commerce Commission, 260, 
449, 450 

merger plans subject to approval of, 
323 

powers of, 302, 320-322, 325-326 
Intra-mdustrial rent, 463 
Intramargmal sellers, 140 
Inventions, 197 
patents on, 18 

Inventories, reduction of, 170 
Investment 

definition of, 52 

discouragement of private, 592-593 
factors increasing opportunity for, 595- 
596 

foreign, 647-648 
influence of mterest on, 437-439 
loanable funds borrowed for, 435 
private vs public, 592-593, 596, 598 
risks of, 510 

secular stagnation prevented ^by gov- 
ernment, 595-597 

tax exemption privileges on, 510-511 
‘‘Investment multiplier” 
defects of, 591-593 
theory of, 584-591, 600 
Investment trusts 

government bond purchases by, 579, 
581-582 

Involuntary saving, 434 
Involuntary unemployment, 384 
Iron ore, transportation of, 297-298 
Irrigation facilities, 225 


Italy {see also Fascism), markets lost by, 
690 

J 

Joint stock company, 27 
Juggling of earnings of corporations, 39- 
40 

K 

Kahn, R F , on employment, 594 
Kessler, W C , 178 
Keynes, 426 n , 663 

Keynes multiplier theory, 584-595, 598- 
600 

‘Kinks’ in demand curves, 101-102 
Knight, 328 

L 

Labels, government protection ot, 19 
Labor 

bargammg power, deficiency in, 361- 
366 

business cycles, influence of, 363-364 
child, 349 

definition of, economic, 51 
demand for, 351-352 
disadvantaged in position of, 360-364 
displacement of, 391-395 
division of, 160-161, 213-214, 293, 
601 

each kind a separate factor of produc- 
tion, 343 

economy m use of, 324-325 
educational opportunities, effect of, 
353 

effect of demand on price of, 356-360 
efficiency, differences in, 344-347 
elasticity of, 356 

exploitation of, 347-348, 357, 360- 
364 

hours of, 378-380 
immobility of, 361, 660 
inelasticity of, 350-352 
long run supply of, 356 
mobility of, 293 
not i homogeneous factor, 34^ 
problems of organized, 367-383 
short run supply of, 356 
skills, differences in, 353-354 
Soviet conscription of, 684 
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Labor {Cont ) 

substandard, 345-346 
substitution m, 344 
super standard, 346 
supply o£, 350-352, 356 
transportation facilities and, 293 
turnover, cost of, 363 
unions {see Trade-unions) 
‘unproductive, Marx s theory of, 46 
Laboratories 

General Electric, 162 
Westinghouse, 162 

Labor market, imperfections of, 360-364 
Labor reserve, 386 
Labor-saving method, 392 
Labor unions, 222-223 {see also Craft 
unions, Industrial unions, and 
Trade unions) 

Lading, bill of, 613 
Laissez faire, 11 
Land 

definition of, economic, 51, 454 
grades of, effect on rent, 458-461 
opportunity price of, 462 
rent from, 454-469 
surplus income from, 453 
Large-scale business organizations 
economies of, 180 
inflexibility of, 163 
managerial defects of, 163-164 
Large scale management, diseconomies 
of, 214-215 

Large-scale production, economies of, 
213-214 

Large-scale purchasing, economies of, 
161 

Last additional unit, 204 
Laws 

anti trust, 182-186 
Cartel, of 1913, 177 
child labor, 349 
Factory Inspection, 407 
minimum wage, economic effects of, 
348-350 

workmen’s compensation, 402—408 
Laws, economic 

of comparative advantage, 602-604 
of conservation of energy, 454 
of diminishing marginal utility, 56-63 
of diminishing returns, 198 n 
of indestructibility of matter, 454 
of nonproportional outputs, 198-200, 
455-456 


Laws, economic {Cont) 
of purchase, first, 76-78 
of supply, first, 135 
of supply and demand, 72 
Least cost combinations, 200-202, 333 
Legal monopoly, 471 
Legal reserve, minimum, 563, 564 
Legitimate operating costs, 450-451 
Lenders, marginal, 436 
Lending capacity of bank, 663 
Letter of credit, 614 
Level, price, 575-576 
stabilization of, 666-667 
Liability, bank, 551 
Licenses, 18 
Limitations 

of corporations, 37-42 
of craft unions, 369-371 
of monopoly, 174-175 
of partnership, 26-27 
of price agreements, 180-181 
of trade unions, 369-371 
of vertical combination, 170-172 
Limited partnership, 25-26 
Limiting case of substitution, 88 
Liquidity, bank, 557-558 
Liquidity preference, 426-431, 434 
Loanable funds, 422 {^e-e aUo Loans) 
bank discount, 443 

bank mfluence on suppK of, 433-434 
demand for, 435-437 
investment in production, 435 
market pnee for, 433 
rates for, 436-437 
supply of, 431-433 
Loans {see also Loanable funds) 
actual rates on, 442-443 
bank, 551 

bank discount, 443, 552 
call, 441 

“call money,’ 440 
cash discounts, 443-444 
“commission ’ charges for, 442 
discounts, 552 
nominal rates on, 442-443 
short-term, rates of interest on, 440- 
441 

thirty day, 441 
trade discounts, 443-444 
Lobbyists, 38 

Local discrimination, 310-313, 319 
Location and advertismg, 466 
Location value, 464-466 
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Locomotives, improvement of, 296 
Long run, 211 

Long-run effect of temporary maiket 
price, 158 

Long-run equilibrium price, 208 
Long run partial equilibrium under pure 
competition, 211-220 
Long-run period, 130 
Long-run supply curve, 216-217 
Long-run supply of labor, 356 
Long-run supply price under product 
differentiation, 255-259 
Long term loans 
bank rate on, 434 
funds not available for, 441 
Long waves, 660 n 
Loss 

dry, in taxation, 531 
taking small to avoid gi eater, 135, 192 
unanticipated, 478-479 
Lower gold point, 620 
Lumpmess of factors, 212 n 
Luxury goods, 394 

M 

MacAdam, road engineering of, 295 
Machine cost, 345 

Machinery, specialized, economics of, 
161 

Machines, displacement of labor by, 391- 
395 

Machlup, Fritz, 125 n, 588-589 
Mackenzie, Findlay, 669, 681 
Maintenance 
equipment, 36, 304 
plant, 36 
resale price, 185 
Major innovations, 660 n 
Mahngermg, 403 
Management 
corporate, 37-39 
definition of, 53 
expert, ability to hire, 161 
large scale 

diseconomies of, 214-215 
limitations of, 163-164 
wages of, 196-197, 271 
Manor, medieval, agricultural life on, 12 
Manufacture, cost of, 662 
Manufacturing processes, co-ordination 
of, 169 

Marginal borrowers, 436 


Marginal buyers, 139-141 
Marginal cost, 120, 204-205, 257, 303- 
304, 526, 528-530, 533, 535, 537, 
539, 542-543 
Marginal lenders, 436 
Marginal product, 482-483 
ot a factor of production, 331, 339- 
340 

Marginal propensity to consume, 585- 
586 

Marginal late of substitution, 86-90 
Marginal revenue, 117-121, 206, 257, 
482-483 

Marginal re\enue curve, 117-121 
Maigmal sellers, 139-141 
Marginal unit 

and marginal buyers and sellers, 139 n 
definition of, 54, 58, 86 
Marginal utility 

and apportionment of expendituies, 

67-68 

and demand, 72 

and marginal buyers and sellers, 139 n 
diminishing, 56-63, 87 n 
equal, 67 

influence on interest, 427-428 
negative, 58 n 

total ut^ity distinguished from, 59 
zero, 60 

Markdowns of assets of corporations, 40- 
41 

Market 

definition of, 125 
imperfect, 275 

labor, imperfections of, 360-364 
perfect, 140-141, 150 n 
supply, 130, 135 
Market impel fections, 481, 502 
Marketing Agreements Act of 1938, 247- 
248 

Market price {see also Pnce) 
and supply, 129-148 
an equilibrium pnce, 138 
determmation of, 136-139 
effect of change in demand on, 141- 
143, 145-148 

effect of changes in supply on, 143- 
148 

temporary, long-run effect of, 158 
true, 140 

under monopolistic competition, 150- 
154 

under pure competition, 149-150 
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Market rate of inteiest, 433, 436-437, 
661 n, 662 

Market supply, 130, 135 
Marshall, Chief Justice, quoted on taxes, 
520 

Marshalhans, 87 n 

Marx, Karl, theory of ‘unproducme 
labor,” 46 

Marxist socialism, 683 
Massachusetts trusts, 29“'30 
Matter, indestructibility of, 454 
Maximum elEciency of labor, point of, 
200 

Maximum efficiency of machines, pomt 
of, 200 

Maximum net profits, 257 
Maximum net returns, 198 n , 260 
Means of production, original, 52, 422 
Medical expense, compensation for, 403 
Medieval manor, agnculmral life on, 12 
Member bank of the Federal Reserve 
System, 561-566 
Mercantilists, 607-610 
Merger plans subject to approval of In- 
terstate Commerce Commission, 
323 

Mergers, 391 

Metcalf, road engineering of, 295 
Middle Ages, road building during, 294 
Military strength of Fascism, 685-687, 
689 

Milk, transportation of, 309-310 
Milk consumption, 47 n 
Minimum legal reserve, 563, 564 
Mmimum reserve ratio, 555 
Minimum wage laws, economic effects 
of, 348-350 

Minor innovations, 660 n 
Mmority stockholders of a corporation, 
rights of, 39 

Mint par of exchange, 619 
Misuse of inside information, 40-41 
Mobility of labor, 293 
Monetary planning, m capitalistic de- 
mocracy, 699-702 

Monetary policy of Treasury Depart- 
ment, 697 

Money 
bank, 550 
“call, 440 

cash balances, 570-574, 663 
check-book, 550, 562, 564-566, 568, 
569 


Money {Com) 

circulauon of, 568-569, 667 n 
definition of, 548 
domestic, 615 

effect of mcrease in quantity of, 572- 
574 

foreign, 613-614, 615 
mflation, 389, 400, 477-478, 548-549, 
566, 667 
neutral, 700 
paper 

not national capital, 53 n 
printing of, 398, 548-549, 572 
quantity of, effects of increase in, 572- 
574 

quantity theory of money, 700-701 
till, 562 

utilities of, 66-67 
\alue of, 567-576 
Money capital, 52, 333 n , 422 
Money cost of production, 195 
Money rates, 440 
Money substitutes, 550 n 
Money wages, 389 
Money work, 567-570 
Monopolistic competition, 126 (see also 
Monopoly) 

and hnai equilibrium, 499-500 
conditions of, 111-112 
cost curve, influence on, 269 
demand for product of individual firm 
under, 112-113 

effect on reservation prices of, 133-134 
end results of, 501-502 
equilibrium impossible under, 502- 
504 

field of, 189-190, 525, 537 
general equilibrium theory under, 
461-504 

government-fostered, 186 
increase of output, 277-281 
in supply of factors of production, 
487-488 

marginal revenue product under, 
331 n 

market price under, 150-154 
normal price under, 254-273 
profits of, 474-475 
railroad, 316 
results of, 264-273 
selling under, 116-117 
source of term, 109 n 
taxes under, 525, 536-537 
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Monopolistic elements in the purchase of 
factors of production, 490'-491 
Monopolistic price, 115-116, 131 
Monopolistic situations, 125-128 
Monopoly (see also Monopolistic com- 
petition) 

as stimulus to integration, 173 
bilateral, 491-495 
cartels, 473 
definition of, 125-126 
equilibrium output of, 255-259 
establishment of, 16-20 
example of, 215 
field of, 187-188, 190-191 
gentlemen’s agreements, 473 
horizontal, 496-497 
lack of competitive stimulation in, 174 
legal, 471 

limitations of, 174-175 
natural, 16-17 

normal price under, 254-273 
output, practical adjustment of 259- 
261 

partial, profits of, 477 
patent rights, 472, 476 
perfect, 261 

economies of, 172-174, 190-191 
tax mcidence on, 536 
pools, 473 

powers of, sources, 470-473 
price under, 115-116, 131, 172, 174- 
175 

profits of, 256, 470, 488-489, 526-529 

public policy on, 186-187 

public utilities, 471 

pure, 487, 500-501 

railroad, 316 

secondary, 489-490 

successive, 491-497 

taxes under, 525 

trusts, 473 

types of, 695-696 

unregulated, 186 

Monopoly profits, 256, 470, 526-529 
diversion to suppliers of factors of, 
488-489 

Monopsonistic competition, 498-499 
m borrowing, 434 
Monopsony, 357, 491 
taxes under, 525 
Mortgage bonds, 
chattel, 35 


Mortgage bonds (Cont) 
real estate, 35 
security of, 35 

Mortgage debt, competition and farm, 
240-241 

Mortgages, real estate, 554 
Mothers pensions, grants to states for, 
419 

Motor truck transportation, 295-296, 301, 
323, 325 
Movements, gold 
automatic corrective of, 623-624 
international, 608-610 
Multiplier, employment, 594-595 
Multiplier theory 
defects of, 591-593 
Keynes, 584-595, 598-600 
Mussolini (see also Fascism and Italy) 
economic policies of, 12, 681-690 
quoted, 685 

Mutual insurance companies, 405 
Mutual savings bank, 561 

N 

s 

National bank, 562 
National income, distribution of, 650 
Nationalism, 607 
economic, 629-631, 690 
National Labor Relations Board, powers 
of, 382-383 

Natural monopolies, ownership of, 17- 
18 

Natural rate of interest, 661 n , 662 n 
Natural resources, limitation of, 454 
Nazi economic policies, 681-690 
Negative marginal utility, 58 
Negative time preference, 157 
Negligence 

doctrine of contributory, 402 
employer’s, 402 

Net addition to total revenue, 117-121 
Net income (see also Income and 
Profits) 

farm, capitalization of, 233-237 
tax as per cent of, 535-536, 541-542 
Net price, 206-210 
Net returns, maximum, 198 n 
Neutral money, 700 

Newspaper, financial page of, 439-440 

News value, 476 

New York Central Railroad, 299 
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New York, Ontario & Western Railroad, 
299 

Nominal rates of interest, 442-443 
Noncumulative dividends, 33 
Non-mcome transactions, 41 
Non legal reserve, 562 
Nonproportional outputs, law of, 198- 
200, 455-456 

Norfolk & Western Railroad, 299 
Normal price, under monopoly and mo- 
nopolistic competition, 254-273 
Nortliern Pacific Railroad, attempt to 
combine, 183 

Northern Securities case, 183 
Notes 
bank, 549 
discounted, 553 
Federal Reserve, 562 
Federal Reserve bank, 562 
promissory, 552, 553 
short-term, 577 
Novelty, desire for, 286 
N R A codes, 473 

O 

Oats, average yields of, 230 
Obsolescence, excessive allowance for, 
40-41 

Occupations, hazardous, 354-355, 406- 
407 

Old-age msurance, 401, 416-419 
Oligopoly 

contrasted with successive monopoly, 

497 

definition of, 126 
example of, 215, 487 
pure, 262 

with differentiated products, 501-502 
with standardized products, 501 
taxes under, 525 
Oligopsony, taxes under, 525 , 

Open market operations. Federal Rc 
serve Bank, 579, 581-582 
Operating costs, legitimate, 450-451 
Opportunity costs, 194-197, 212, 426 
Opportunity price, 462 
Order taker, 275 
Organization 

CO operative business, 30-31 
forms of business, 21-42 
limitations of large-scale, 162-164 


Organized labor, problems of, 367-383 
Original cost, 450 

Original means of production, 52, 422 
Orphans, compensation for, 404 
Out of-work benefits,’ union, 364 
Output 

adjustment to selling price of, 202- 

210 

costs, influence of, 195 
determination of, influence of selling 
costs on, 277-281 

equilibrium, of monopoly, 255-259 
expansion of, 339 

increase of, under monopolistic com- 
peution, 277-281 

influence of selling costs on, 277-281 
in equilibrium, 334 
law of nonproportional, 198-200 
optimum, 338 

practical adjustment of, 259-261 
Overcapitalization, railroad, 322 
Overhead costs, 198 
Overpriced factor, 336 
Owned capital, 431 
Owner s equity, 552 
Ownership 

government, 16, 20, 324-326 
public, 16, 20, 324-326 
Ownership of natural monopolies, 16-17 
Ownership utility, 45 

P 

Panama Canal, 298 
Panic 

financial, 652, 659 
interest rates at time of, 441 
of 1929-33, 557, 561, 576 
Paper money, printing of, 396, 548-549, 
572 

Parity, purchasing power, 626, 632-635 
Par of exchange, mint, 619 
Partial monopoly, profits of, 477 
Partial pure inflation, 574-576 
Partnership 

advantages of, 26 
general, 23-25 
limitations of, 26-27 
limited, 25-26 

Passenger fare discrimination, 314-315 
Passenger locomotives, improvement of, 

296 
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Passenger traffic, trend o£, 301 
Patent infringement suits, 185 
Patent medicines, advertising of, 291 
Patent rights, 17-18, 472, 476 
Patents, monopoly fostered by, 186 
Payroll taxes, 413, 546-547, 582 
Pegging, 626 

Pension funds, government bond pur- 
chases for, 579 
Pensions 

grants to states for mothers’, 418 
old age, 416-417, 419 
Perfect competition, 316 {see also Pure 
competition) 
definitions of, 127 

general equilibrium theory under, 
327-342 

profits of innovation under, 475 
Perfect discrimination, 308 
Perfect market, 140-141, 150 n 
Perfect monopoly, 261 
economies of, 172-174, 190-191 
tax incidence on, 536 
Perfect substitution, 88-89 
Periods of supply, 130-131 
Perishable commodities, 131 
Perlman, Selig, 368 
Personal discrimination, 313, 319 
Personal mcome, taxes on, 544-545 
Personal property, taxes on, 544-545 
Personal unemployability, 385 
Perspective in space, compared to time 
preference, 427 
Piecework wages, 345 
Pigou, A C, 316, 668, 672, 691-692 
‘Pilot plant’ of DuPont Company, 162 
Place utility, 45 
Planning 
economic 

in capitalistic democracy, 691-702 
m socialist state, 668-680 
m Soviet, 10-11, 683-684 
in totalitarian state, 681-690 
monetary, m capitalistic democracy, 
699-702 

Planning curves, 211-213 
Plant 

depreciation of, 37 
maintenance of, 36 
Point, gold, 619-621 
lower, 620 
upper, 620 
Politics, pressure, 38 


Poll tax, 50*7 
Pools, 473 

selling, 177-178, 180 
territory, 177 

Population, demand for capital i elated to 
growth of, 596-597 
Potato crops, 230 

Power, monopoly, sources of, 470-473 
Preference 

British Empire, 627 
liquidity, 426-431 
of banks, 434 
time, 426-431, 662 
negative, 157, 426 
positive, 426-427 

Preferences, scale of, 83-84, 150 n 
Preferred stock 

characteristics of, 33-34 
cumulate e, 33-34 
noncumulative, 33 
preference as to assets, 34 
preferences of, 33-34 
Present purchasing powei, 428 
Pressure politics, 38 
Prestige value, 76, 98 
Prevailmg wages, 400 
Price (see also Market price) 
advertising, influence of, 292 
buyers, efiect of competition among, 
139 

definition of, 69 

equilibrium, 138 

factors of production, 330-335 

foreign exchange, 615 

future, 131-132 

long run equilibnum, 208 

maintenance of resale, 489 

marginal utility, relation to, 67-68 

market 

and supply, 129-148 
an equilibrium price, 138 
determination of, 136-139 
effpet of change m demand on, 141- 
143, 145-148 

effect of changes m supply on, HJ- 
148 

long run effect of temporary, 158 
true, 140 

under monopolistic competition, 
150-154 

under pure competition, 149-150 
monopolistic, 115-116, 131 
net, 206-210 
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Price (Coni) 

normal, under monopoly and monopo- 
listic competition, 254-273 
of labor, effect of demand on, 356- 
360 

opportunity, 462 
reservation, 131-135 
reserve, 131 n 

sellers, effect of competition among, 
139 

selling, output adjusted to, 202-210 
selling costs, influence of, 292 
short-run 

determination of, 154-157 
peculiaiities of, 157-159 
stabilization of, general, 666-667 
value distinguished from, 69 
variability of, 100 
Price agreements 

advantages of, 181-182, 191 
business stability under, 181 
limitations of, 180-181 
small concerns favored by, 181 
types of, 175-180 

Price consumption curve, 94-95, 97 
Price cutting, 185 

vs increased selling costs, 289-292 
Price difference, 116 
Puce discrimination, 491 
Price fixing, Soviet, 684 
“Price lenders,’ factors influencing, 158- 
159 

Price leadership, 126 
Price level, 575-576 
stabilization of general, 666-667 
Price maintenance, resale, 185 
Price ratio Ime, 97 
Prices 

agriculturnl production responses to, 
224-231 

and quota agreements, 176 
changes in relative, 700 
cutting, 185 

interdependence of, 330 
monopoly, 172 
rigidity of, 174-175 
of factors of production, equilibrium 
of, 330-334 
oligopoly, 172 
reflation of, 645 
relative, changes in, 700 
stability vs exchange stability, 635- 
647 : 


Price stabilizations 

exchange stabilization plus domesUc, 
642-645 

exchange stabilization without domes- 
tic, 641 

Price structure, 657 n 
‘ Price wars,” 155, 272 
Primary employment, 594 
Primary income, 586 
Private charity, 401 
Private enterprise, public vs , 696 
Private investments 
discouragement of, 592-593 
encouragement of, 596, 598 
government investments to bolster, 596 
Private operation of railroads, 324-326 
Private spending, secondary mcome ere 
ated by, 592 
Processmg taxes, 546 
Product, marginal, 331, 339-340, 482- 
483 

Product differentiation {see also Differ- 
entiated product) 
and adverUsing, 276 
and rate of substitution, 89 
by advertising, 113-114 
definition of, 112 
duopoly with or without, 501 
effect on market price of, 150-154 
effect on reservation prices of, 133 
long run supply price and output 
under, 255-259 

profits of innovation under, 475 
source of monopoly profits, 474-475 
source of term, 109 n 
Production 

borrowing for, 435-436 
cost of 

definition of, 194 
in interregional trade, 605-606 
rent as, 463 
definition of, 46 
equilibrium, disturbance of, 337 
factors of, 50-54, 194-195, 199, 201, 
209, 214, 216, 217, 270, 328-342 
divisibility of, 484 
employment under monopolistic 
competition of, 484-486 
imperfections of markets for, 481 
indivisibility of, 484 
inelastic supply of, 452-453 
monopolistic competition in supply 
of, 487-488 
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Production {Coni ) 

large scale, economies of, 160-162, 
213-214 

money cost of, 195 
original means of, 52, 422 
prices related to agricultural, 224-231 
processes, co ordination of, 169 
social cost of, 194 
Productive 

vs desirable, 46 
vs efficient, 47 
vs unproductive, 46 
Productive capacity 

economic utilization of, 165-166, 180 
excess, 171-172 

Productivity, interest not explained by 
ph\sical, 423-424 

Profits, 470-480 {see also Income and 
Net income) 
and risks, 479-480 
a wage of management, 271 
definition of, 470 
monopoly, 470, 526-529 
diversion to suppliers of factors of, 
488-489 

of innovation, 475-477 
of monopolistic competition, 474-475 
of partial monopoly, 477 
product diiferentiation, 474-475 
undivided, 552, 553, 554 
windfall, 477-479 
Progressive taxes, 507, 509 
Promissory note, 552, 553 
Property 

* amortization of, 447—448 
definition of, 50 
documents in evidence of, 50 
ownership of, 12 
taxes on, 12, 508-509, 527 
taxes on personal, 544-545 
valuation of income-producing, 444- 
445 

valuation of terminable income, 446- 
449 

vs documents in evidence of prop- 
erty, 50 

Proportionality between prices of fac- 
tors and their marginal products, 
482 

Proportional taxes, 507, 509 
Proprietorship, single, 21-23 
Prosecution of breaches of contract, 185 
Prosecution of bribery, 185 


Prosecution of unfair competition, 185- 
186 

Prosperity, 389, 477, 652, 657 
Prosperity, spending to promote, 598- 
600 

Protective tariffs, 186, 222, 518, 635, 
689-690 

Public enterprise, definition of fields of, 
696 

Public health services, grants to states 
for, 419 

Public ownership, 16, 20, 324-326 
Public policy on rate discrimination, 315- 
318 

Public Service Commissions, 449 
Public utilities, 471 
rate regulation of, 17, 186, 320 
valuation of, 449-451 
Public Works Administration, 413 
Pullman fares, 314-320 
Purchase 

first law of, 76-78 
indifference, income, and, 92 
Purchasing 

economies of large scale, 161 
power parity, 626, 632-635 
Purchasing power 
and wages, 390 

future, undervaluation of, 427-428 
present, 428 

Purchasing power parity, 626, 632- 
635 

Pure competition, 127 
conditions of, 109-111 
conditions of equilibrium under, 215- 
220 

demand under, 109 
effect on output, 116-117, 119 
effect on reservation prices of, 133 
field of, 190 

long-run partial equilibrium under, 
211-220 

marginal revenue product under, 
331 n 

market price under, 149-150 
results of, 271-273 
source of term, 109 n 
supply in, 135 
taxes under, 525, 542-544 
Windfall profits under, 477—479 
Pure duopoly, 261-262 
Pure inflation, 574 
Pure monopoly, 487, 500-501 
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Pure oligopoly, 262 
Pyramiding, 562 

Q 

Quantity purchasing, economies of, 161 
Quantity theory of money, 700-701 
Quasi rent, 468-469 
Quota agreement, price and, 176 

R 

Railroad rates 
discrimination m 
freight, 307-314 
passenger, 314-315 
public policy on, 315-318 
freight, conditions for, 305-306 
regulation of, 17, 318-322 
structures of, 300-322, 325-326 
unregulated, 302-306, 318 
Railroads {see also Transportation) 
certificate of convenience and necessity 
for, 318 

combmatioxi of, 322-323 
competition among, 300, 311-313, 316 
current problems of, 322-323 
duopoly between, 316 
fixed charges of, 304 
interest charges of, 304 
maintenance of, 304 
marginal costs of, 303-304 
monopolistic competition between, 316 
oligopoly between, 316 
overcapitalization of, 322 
private operation of, 324-326 
public ownership of, 324-326 
reorganization of, 324-325 
signal systems of, 304 
totalitarian state policy regarding, 685 
trade-union rules affecting, 322 
transportation by, 298-299, 322-326 
trunk line organized by Commodore 
Vanderbilt, 299 
wages of employees of, 304 
wasteful duplication of facilities of, 
318-319, 322-323, 325 
Range of indetermmateness, 346-347 
Rate, 439-440, 442 
Rate discrimmation, 185, 307-309 
Rate of exchange, 615-621 
Rate of interest 
actual, 442-443 


Rate of interest {Cont ) 
market, 433, 436-437, 661 n , 662 
natural, 661 n , 662 n 
nommal, 442-443 
Rate of return, 662 
fair, 449 

* Rate of turnover,” 465 
Rates {see also Railroad rates) 
bonds, 439-440 
installment purchases, 442-443 
public utility, regulation of, 17, 186, 
320 

rediscount, 564 

short term loans, 434, 440-441 
public utilities, 449-451, 471 
Rate wars, duration of, 312 
Rauo, reserve, 555-556, 663, 701 
Rationality, importance m economic the- 
ory, 5, 7 

Rationmg foreign exchange, 635 
Raw materials, adequacy of, 168 
Real estate mortgage bonds, 35 
Real estate mortgages, 554 
Real estate taxes, 12, 508-509, 527 
Real savings, 656 n 
Real wages, 389 
Real wealth, increase of, 651 
Rebate, 185 
secret, 499 n 
Recession, 652 

government borrowing during, 597- 
598 

Reciprocal trade agreements, 649 
Recovery, 477, 575-576, 652 
government borrowing during, 584 
Rediscounting, 553 
Rediscount rates, 564 
Reflation, price, 645 
Refunding bonds, 578 
Regressive taxes, 507 
Regulation of public utility rates, 17, 186, 
320 

Regulation of railroad rates, 17, 318- 
322 

Regulatory function of state, 14-16, 19 
Regulatory taxation, 520-521 
Rehabilitation, grants to states for, 406, 
419 

Relative prices, changes m, 700 
Relief 

direct, 400 

unemployment, 389, 396, 397-400, 
work, 400 
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Relief purchases 

offer and acceptance basis of, 245 
source of farm income, 244-247 
Religious institutions, exemption from 
Social Security Act of, 415 
Rent, 218, 452-469 

as cost of production, 463 
changes in, causes of, 467-468 
differential, 458-461 
economic, 543 
definition of, 452-453 
from the social point of view, 454-458 
intra-industrial, 463 
land, 454-468 
location value, 464-466 
natural resources, limitation of, 454 
of the individual firm, 463-464 
quasi, 468-469 
surplus, considered as, 452 
urban site, 466-468 
withm an industry, 461-463 
Reorganizations, railroad, 324-325 
‘"Repeat orders,’* importance of, 286 
Replacement, cost of, 171, 450 
Resale price maintenance, 185, 489 
Research, cost of, 162 
Reservation price, 131-135 

different for parts of stock, 134-135 
effect of availability of new supply on, 

132- 133 

effect of monopolistic competition on, 

133- 134 

effect of product differentiation on, 
133 

effect of pure competition on, 133 
effect of sellers demand on, 134-135 
effect of storage capacity on, 134 
Reserve 
labor, 386 

minimum legal, 563, 564 
non-lcgal, 562 
secondary, 557 
Reserve cities, 562 
Reserve cities, central, 562 
Reserve price, 131 n 
Reserve ratio, 555-556, 663, 701 
Reserves 

bank, adjustment of, 556-557 
of the Federal Reserve System, 562- 
563 

Resources 

natural, limitation of, 454 
wasteful use of, 318-319 


Retirement funds, government bond pur- 
chases for, 579 
Return, rate of, 662 
Revenue 

average, 117-121, 206 
marginal, 117-121, 206 
total, 117-121, 206 
Revival, 652 

Revolutionary unionism, business vs , 367 
Risk 

assumption of employment, 402 
of mvestment, 510 
profits and, 479-480 
Risk element in bonds, 439-440 
Road buildmg durmg Middle Ages, 294 
Roads 

American Colonial, 295 
estimated revenues of, 296 
Mac Adam, 295 
Roman, 295 
toll, 295-296 

transportation by, 294-296 
Robertson, D H , on forced saving, 663 
Robinson, Joan, 307, 317, 531-533 
Robinson Crusoe Economists, 71 
Roman roads, 295 

Roosevelt, Theodore, anti trust era un- 
der, 183 

Rostow, W W , 550 n , 575 ' 

Rotary Oubs, 300 
Rotation, crop, 224-225 
Rule of reason,” 183 
“Run” on a bank, 558 
Russia (see Soviet Russia) 

Rye, average yields of, 230 

S 

Salaries, excessive corporate, 39 
Sales 

advertising costs, relation to, 283 
“bargain,” 158 
foreclosure, 36 

tax as per cent of, 527, 534-535, 541, 
544 

Sales agencies. General Motors, 167 
Salesmanship, 275 
Saver’s surplus, 452 
Savmg 

forced, 663-666 
motive for, 49 
voluntary, 663-666 
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Savings {see also Investments) 
propensity of wealthy nations for, 595 
Savings, real, 657 n 
Savings account, 550 
Savings bank, mutual, 561 
Scale of preferences, 83-84, 150 n 
Schedule 

demand, 73-74, 121, 136, 143-148, 
157 

of cost, daily, 203 
supply, 136, 143-148 
of loanable funds, 432 
Schlicter, Sumner, on union wages, 375 
Schumpeter, Professor J A , 327-328, 
656 n, 660, 661 n 

Seamen, exemption from Social Security 
Act of, 415 

Seasonal unemployment, 385-386, 387 
Secondary employment, 398, 594 
Secondary income, 586-592, 598 
Secondary monopoly, 489-490 
Secondary reserve, 557 
Secret rebate system, 499 n 
Secular stagnation, government invest 
ment to prevent, 595-597 
Securities 

tax exempt, 510-511 
types of corporate, 31-37 
Securities and Exchange Commission, 
powers of, 42, 324 
Self-insurance, 405 
Self-starter, 566 
Seiler 

demand as seen by, 109-128 
dijfferentiatcd products, 154-159 
effect on reservation price of demand 
of, 134-135 
intramarginal, 140 
marginal, 139-141 
motives of, 129-130, 193 
need for cash of, 132, 134 
reservation pnee of, 131 
Sellmg costs, 274-292 

and the problem of distribution under 
monopolistic competition, 486- 
487 

competitors, influence of, 283 
definition of, 274 
fixed, 278 

influence on demand curve of, 276- 
277 

influence on determination of output 
of, 277-281 


Sellmg costs {Cont ) 
peculiarities of, 281-286 
price cutting vs increased, 289-292 
prices, influence on, 292 
production costs, mfluence on, 281 
variable, 279 

Selling efforts, inter industrial, 284-285 
Selling expenses 
elimination of, 168-169 
elimination of duplicate, 165, 180 
Selling pools, 177-178, 180 
Selling price, adjustment of output to, 
202-210 
Servant 

domestic, exempt from Social Security 
Act, 415 
fellow, 402 

Service, definition of, 44 
Services 

duphtation of, 483 
‘ free,’ economics of, 281-283 
Settlements, gold, 618-621 
Shape of demand curves, 101-102 
‘Share work policies of unions, 379- 
380 

Sherman Anti-Trust Act, 179, 182-184, 
247 

Shifting of taxation, 522-547 
Short cycle, 660 n 
Shortliffe, 427 n 

Short-period supply of labor, 356 
Short-run equilibrium, 192-210 
Short-run period, 130, 192 
Short run price 
determination of, 154-157 
peculiarities of, 157-159 
Short-term loans 
bank discount on, 443 
bank rate on, 434 
rates of interest on, 440-441 
Short-term notes, government borrowing 

on, 577 

Sickness, provision for, 401 

Sight bill of exchange, 612-613 

Signal systems of railroads, 304 

Simons, Henry C , 699 

Single proprietorship, 21-23 

Skills of labor, differences in, 343-344 

Smith, Adam, 293, 607 

Smoot-Hawley tariff, 690 

Social conformity, 97 

Social cost of production, 194 
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Social habit, influence on economic the- 
ory, 6 
Socialism, 2 
Marxist, 683 

Socialist Central Planning Board, prob- 
lems confronting, 669-672 
Socialist state 

allocation of resources in, 672-675 
balancing capital and consumers goods 
in, 677-680 

economic planning in, 668-680 
efficiency measurements in, 675-677 
Social Security Act 

benefit payments under, 415-419 
employees* payments under, 418 
employers’ payments under, 418 
exemptions under, 411, 415 
general aspects of, 419-421 
old-age insurance under, 416-419 
other grants under, 419 
payroll taxes under, 54-55 
provisions of, 401-421 
tax rates of, 418 

unemployment insurance under, 401, 
414-416, 419 
Social Security Board, 414 
Social Security Fund, government bond 
purchases for, 579-580 
Solvency, bank, 557-558 
Soviet Russia, economic planning in, 
10-11, 683-684 (see also Socialist 
state) 

Sparta, city-state of, 12 
Speciahzauon 

as basis of interregional trade, 601 
economics of, 160-161 
of workers, 213 

Specialized machinery, economies of, 161 
Spending, prosperity by, 598-600 
Stabilization, exchange vs price, 635- 
647 

Stabilization Fund, 645 
Stabilization of general price level, 666- 
667 

Stalin, economic policy of, 12, 683-684 
Standard, gold, 608-610, 619-626 
Standardized products 
competition with, 127, 254 
oligopoly with, 501 
price leadership with, 126 
Standard Oil Trust, 183 
State 

definitions established by, 14, 19 


State (Cont ) 

economic policy and, 9-20 
monopolies established by, 16-20 
ownership by, 16, 20 
regulatory function of, 14-16, 19 
State Department, foreign trade policy 
of, 697 

State Insurance Fund, 405 
Static state, 327 

Statistical method m economics, 2 n 
Steel companies, transportation problems 
of, 297-298 

Steel ingot production, 652 
Stock 

capital, 551 
classification of, 31-34 
classified common, 32 
common, 31—32 
cumulative preferied, 33-34 
noncumulative preferred, 33 
valuation of, 445 
watered, 41 

Stock company, joint, 27 
Stockholders, minority, rights of, 39 
Stock insurance company, 405 
Storage capacity, effect on reservation 
price of, 134 
Store door delivery, 301 
Streamlined trains, 301 
Strikes in seasonal occupations, 387 
Sturgo, M Luigi, 681 
Subsidies, export, 242-244 
Substandard workers, 345-346 
Substitutes 

effect on reservation price of, 133-134 
for a commodity, 123-124 
money, 550 n 
Substitution 

elasticity of, 201, 335-341, 457 n 
factors of production, 335-337 
limiting case of, 88 
marginal rate of, 86-90 
of kinds of labor, 343-344 
perfect, 88-89 
principle of, 333 

product differentiation and rate of, 89 
Successive monopoly, 491-497 
Suez Canal, 298 
Sugar, taxes on, 517 
“Sunk cost,” 469 
Super-standard workers, 346 
Suppliers of factors, diversion of mo- 
nopoly profits to, 488-489 
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Supply 

and demand, 72, 123 
and market price, 129-148 
definition of, 135 

effect on market price of changes in, 
143-148 

elasticity of, 142, 145-148, 569 
first law of, 136 
in pure competition, 135 
instantaneous, 130, 135 
long-run period of, 130 
market, 130, 135 
of bills of exchange, 615-617 
of factors of production, 329, 341 
inelastic, 452-453 

monopolistic competition in, 487- 
488 

of funds, bank influence on, 433-434 
of labor, 350-352 
long run, 356 
short period, 356 
of loanable funds, 431-433 
periods of, 130-131 
short run period of, 130, 192 
Supply curve of loanable funds, 432 
Supply schedule, 136, 143-148 
of loanable funds, 432 
Surplus 

on bank balance sheet, 552, 555 

intra-mdustrial rent, 463 

rent as, 452 

saver’s, 452 

value, 464 

workers, 452-453 

Surplus Commodities Corporation, 239 
Surpluses, budget, 505-506, 598 
Surplus farm products, 244-247, 250- 
252 

Surplus income from land, 453 
‘ Sweating*’ 348 

T 

Tanffs, 601, 605, 627 
protecuvc, 186, 222, 518, 635, 689- 
690 

revenue, 517-518 

Taxation, 398, 569, 572 (see also Taxes) 
ability theory of, 507-511 
backward shifting of, 545-547 
benefit theory of, 511-513 
diffusion theory of, 514 
economic theory of, 514-516 


Taxation (Cont ) 

incidence of, 522—547 
principles of, 505-521 
property, 12, 508-509, 527 
regulatory, 520-521 
shifting of, 522-547 
simplicity of computation, 519-520 
steady income from, 516-519 
theories of, 506-516 
Taxes (see also Taxation) 
as business costs, 525-526 
as changing variable cost, 534-535, 
540-541 

as constant variable cost, 528-534, 
539-540, 543-547 
as fixed cost, 526-528, 537-539 
as per cent of net income, 535-5^6, 
541r-542 
evasion of, 508 
flat, 508, 512 

for unemployment insurance, 413-414 
graduated income, 507, 509 
import, 517-518 

income, 507, 509-511, 516, 518, 544- 
545 

indirect, 514 

inflation checked by higher, 598 
Marshall, Chief Justice, on, 520 
on capital, 527 
on cigarettes, 515 
on coffee, 517 
on cotton, 546 
on economic rent, 543 
on farm land, 508 
I on gasoline, 512 

on gross sales, 526, 534-535, 544 
on hogs, 546 

on industries under monopolistic com- 
petition, 525, 536-537 
on industries under pure competition, 
525, 542-544 
on monopoly, 525 
on perfect monopolies, 536 
on personal income, 544-545 
on personal property, 544-545 
on sugar, 517 
on tea, 517 

on urban property, 508 
payroll, 413, 546—547, 582 
poll, 507 
processing, 546 
progressive, 507, 509 
proportional^ 507, 509 
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Taxes {Cont ) 

real estate, 12, 508-509, 527 
regressive, 507 

securities exempt from taxation, 510- 
511 

Tea, taxes on, 517 
Technical cost curves, 525 
Technological unemployment, 385, 391- 
395 

Telford, road engineering of, 295 
Temporary equilibrium, 192-210 
Terminable income property, valuation 
of, 444-449 
Territory pools, 177 
Test for equilibrium, 193 
Thirty day loans, 441 
Thrift, propensity of wealthy nations for, 
595 

Tickets, commutation, 315 
Till money, 562 
Time bill of exchange, 612 
Time deposit, 551, 667 n 
Time for demand schedule,. 121 
Time preference, 426-431, 662 
banks, 434 

income, influence of, 429 
life expectancy, mfluence of, 429 
negative, 157, 426 
positive, 426-427 
rates of, 427-428 
wants, influence of, 429 
Time ^tility, 45, 112 
Tobacco crops, 230-231 
Tobacco Trust, 183 
Toll roads, 295-296 
Totalitarian state 

currency inflation in, 686 
economic planning in, 681-690 
military strength of, 685-687, 689 
railroads in, 685 
transportation m, 685 
Total revenue, 117-121, 206 
Total utility, marginal utility distin- 
guished from, 59 
Total variable cost, 204 
Trade 

balance of, 607-608, 631-632 
combinations in restraint of, 175 
free, 606 

international, 293, 601 
interregional, 601-610 
Trade agreements, 129 
British, 649 


Trade agreements {Cont ) 
gam from, 650-651 
protests against, 649-650 
reciprocal, 649 

Trade Agreements Committee, 649 
Trade Commission Act, amended, 186 
Trade discount, 443-444 
Trade-marks, 255, 287, 472, 476 
imitation of competitors’, 185 
monopoly fostered by, 186 
registration of, 18-19 
Trade-unions {see also Craft unions and 
Industrial unionism) 
and seasonal industries, 387 
economic function of, 364 
effect on wages of, 364-366 
functions of, 369-371 
limitations of, 369-371 
“out of work benefits,” 364 
unemployment, eflPect on, 391 
wage policy, 391 
Traflic, freight, 301 
Trams 

excess fare, 314 
streamlined, 301 
Transactions, non-mcome, 588 
Transportation 
air, 296, 301-302 
bus, 301, 323, 325 
canal, 298 

commutation tickets, 315 
competition of railroad and waterway, 
311 

cost of, 467, 606-607 
excess fare trains, 314 
excursion specials, 315 
expense of, 304 
express, 301 
iron ore, 297-298 
milk, 309-310 

motor truck, 295-296, 301, 323, 325 

private automobile, 301 

problems of, 293-326 

public ownership of railroad, 324-326 

Pullman fares, 314-315 

railroad, 298-301, 322-326 

rate wars, 312 

road, 294-296 

steel companies and, 297-298 
store door delivery, 301 
streamlined tram, 301 
totalitarian state policy regarding, 685 
truck, 295-296, 301, 323, 325 
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Transportation {Coni ) 

wasteful duplication of facilities of, 
318-319, 322-323, 325 
waterway, 297-301, 311 
Treasury Department, 196 n , 563 
Treasury Department, monetary policy 
of, 697 
Tnffin, 500 

Truck transportation, 295-296, 301, 323, 
325 

True demand, 121-122 
True market price, 140 
Trunk line organized by Commodore 
Vanderbilt, 299 
Trusts, 473 
Massachusetts, 29-30 
simple business, 29—30 
Turnover, rate of, 465 
TVA, 451 

U 

Unanticipated expenditures, 571 
Unanticipated losses, 478-479 
Underpriced factor, 336 
Undervaluation of future purchasing 
power, 427-428 , 

Undifferentiated product (ree Differen- 
tiated product) 

Undivided profits, 552, 553, 554 
Unearned discount, 554 
Unemployability, personal, 385 
Uncmployables, 385, 397 
Unemployment 

business cycles, influence of, 387-391 
casual, 385, 386-387 
classifications of, 384—400 
cyclical, 385, 3?7-391, 400 
deflationary, 646 
equilibrium, effect of, 384-385 
mvoluntary, 384 
kinds of, 385-397 
labor, displacement of, 391-395 
machmes, effect of, 391-395 
relief, 389, 396 
seasonal, 385—386, 387 
technological, 385, 391-395 
voluntary, 385, 395-397 
voluntary trade-umon, 391 
unemployables, 385, 397 
Unemployment insurance 
benefits from, 412—413 
contributions for, 413 


Unemployment insurance (Co»r) 
co\erage of, 408-412 
provisions of Social Security Act for, 
401, 414-416, 419 
raising funds for, 413-414 
taxes, 413-414 

Unemployment relief, 389, 396 
Unfair competition, prosecution of, 185- 
186 

Unfunded debt, government, 577-578 
Unions 

business is revolutionary, 367 
craft, 369-371 
hour policies of, 378-380 
industrial, 371-375 
labor, 222-223 

“share work” policies, 379-380 
trade, 369-371 {see also Trade unions) 
wage policies of, 375-378 
working rules of, 380-382 
Unit, last additional, 204 
United Kingdom 
empire preference of, 690 
import taxes of, 517 
roads, 295 

Stabilization Fund of, 645 
United States Government currency, 562 
Unity of clastic demand, 79, 103 
Unproductive vs productive, 46 
Unregulated monopoly, 186 
Unregulated rates, 302-306, 318 
Upper gold point, 620 
Urban properties, taxes on, 508 
Urban site rent, 466-468 
Use value, 70-71 
Utilities, public, 471 
rate regulation of, 17, 186, 320 
valuation of, 449-451 
Utility (see also Marginal utility and 
Total utility) 

analysis of, by curves, 61 n , 82-108 
definition of, 44, 82 
diminishing marginal, 56-63, 87 n 
measurement of, 61, 82 
value, comparison with, 56-71 
Utility analysis, defects of, 82-83 

V 

Valuation (see also Value) 
bond, 36-37 

of income producing property, 444- 
445 
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Valuation {Cont ) 

of public utilities, 449-451 
of stocks, 445 

of terminable income propert>, 444- 
449 

problems of farm, 223-240 
Value {see aho Valuation) 
definition of, 68 
in exchange, 70 
intrmsic, 567 
m use, 70 
location, 464-466 
news, 476 
of money, 567-576 
price distinguished from, 69 
utility, comparison with, 56-71 
Value surplus, 464 

Vanderbilt, Commodore, trunk Ime or- 
ganized by, 299 

Variable costs, 197-198, 203-204, 206- 
210, 279, 289 

changing, 534-535, 540-541 
constant, 528-534, 539-540, 543-544 
Velocity of circulation, 568-569, 667 n 
Versailles Treaty, 690 
Vertical combination 

economies of, 164, 168-172 
mven tones reduced in, 170 
limitations of, 170-172 
production processes co ordinated in, 
169 

raw material supplies m, 168 
selling expenses eliminated m, 168-169 
susceptibility to depression of, 171 
Vocabulary of economics, 8 
Voluntary saving, 663-666 
Voluntary trade union unemployment, 
391 

Voluntary unemployment, 385, 395-397 

W 

Wage 

minimum, laws, 348-350 
Wage policy, trade-union, 375-378, 391 
Wages, 343-366 

and purchasing power, 467 
causes of differences in, 352-356 
effect of trade union on, 364-366 
money, 389 
piecework, 345 
prevailing, 400 
railroad, 304 
real, 389 


Waiting list, 396 

Wallace, Secretary of Agriculture, 224, 
249 

War Labor Board, 383 
Wasteful use of resources, 318-319 
Wastes of competition, 273 
Watered stock, 41 

Waterway transportation, 297-298, 301, 
311 

Waves, long, 660 n 

Way and structures, maintenance of, 

304 

Wealth, additions to real, 651 
Wealth of Nations, The, 607 
Weather conditions, crops subject to, 
229 

Welfare economics, 681-683 
Westinghouse Laboratories, 162 
Wheat, average yields of, 230 
Wickscll, 328-329 
Widow, compensation for, 404 
Wildcat banking, 549 
Williams, John H , 628 
Windfall profits, 477-479 
Work, money, 567-570 
Workers 

immobility of, 361, 660 
specialization of, 213 
substandard, 345-346 
super standard, 346 
Worker’s surplus, 452-453 
Working capital, 422, 438 
Working rules of unions, 380-382 
Workmens compensation acts, 402-408 
Work relief, 400 

Works Progress Administration, 380, 
413, 689 

Y 

Yardstick, 451 
Yield, 439-440, 442 
Yields, average 
corn, 230 
cotton, 230-231 
oats, 230 
rye, 230 
wheat, 230 

Z 

Zero marginal utility, 60 



